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CURRENT EVENTS 








Calendar of Events 


December 13—8 P. M.— Round- 
Table Forum—Subject: Inventory 
Methods—Location: Engineering 
Auditorium, 29 W. 39th Street, 
New York City. 

January 4—Regular Meeting of the 
Board of Directors. 

January 8—Society Meeting—Sub- 
ject: To be announced later— 
Location: Waldorf-Astoria Hotel, 
Lexington Avenue and 49th Street, 
New York City. 


Modification to Extensions of 
Auditing Procedure Adopted 

At a special meeting of the Society 
on December 5, 1939, the Commit- 
tee on Practice Procedure presented 
a report modifying the report of the 
Special Committee on Auditing Prac- 
tice and Procedure adopted by the 
Society on May 22, 1939. 

After a period of discussion, the 
modified report was adopted by the 
Society. Copies of the report will be 
mailed to the members as soon as 
available. 


McDowell and Loysen Address 
November Meetings 


The November tax meetings on 
Federal and Social Security Taxes 
were well received by the members 
of the Society. The addresses de- 
livered by members of the com- 
mittees are published in this issue. 
Extracts from the talks by Maxwell 
E. McDowell, Head of the Tax De- 
parti ent of the Standard Oil Com- 
pany (New Jersey), and Milton O. 
Loysen, Executive Director, Divi- 
sion of Placement and Unemploy- 


ment Insurance, New York State 
Dept. of Labor, follow: 

Mr. McDowell speaking on the 
subject: “The ‘New Method of 
Making Tax Laws” said in part: 

“The developments in the field of 
Federal taxation and tax legislation 
in the next few months can be more 
intelligently watched and analyzed 
if the two distinct schools of thought 
on the subject are clearly under- 
stood. The one group believes 
fundamentally that a tax law con- 
taining the fewest possible irritants 
and deterrents to business and which 
frees capital investment from the 
high tax costs which have driven 
such funds either into exempt chan- 
nels or out of commercial invest- 
ments completely, constitutes sound 
tax policy. This group believes that 
even a distinct lowering of rates, 
both in the corporate and individual 
surtax brackets, would actually pay 
the Government in increased rev- 
enues resulting from the increased 
business activity and earnings thus 
engendered. 

“The opposite school of thought 
thinks along such lines as a frank 
effort to work towards a balanced 
budget by facing and admitting the 
necessity of higher taxes all along 
the line, by the lowering of exemp- 
tions and the consequent inclusion, 
both of large numbers of new tax- 
payers, and the resulting increase 
in the taxable income of those 
already filing returns. Those who 
advocated the propriety of forcing 
the distribution of corporate earn- 
ings by the recently repealed surtax 
on undistributed profits feel that the 
increased costs of defense and arma- 
ment programs should be paid for 
by reducing the increment of cor- 
porate profits and diverting a larger 
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part thereof to the Government in 
taxes. This would be especially ap- 
plied to profits derived from war 
facilities. The extreme isolationist 
group believes that a powerful aid 
to neutrality and a deterrent to 
America’s becoming directly in- 
volved in the European War could 
be provided as a Sword of Damocles 
hanging over business in the form 
of an already passed and instantly 
available war profits tax which 
would divert all or a very large 
percentage of all business profits in 
war time to Government needs. 

“At the present time the Treasury 
Department is reviewing and index- 
ing for future use the large number 
of suggestions which it received 
from the country’s taxpayers in an- 
swer to Assistant Secretary Haynes’ 
invitation to furnish him with the 
tax revision program which business 
desires. In the meantime, and until 
the Cooper Subcommittee meets in 
January, the spokesmen for these 
various theories of tax revision will 
continue to fire vocal barrages in 
support of their ideas. Each side 
will be hoping that developments in 
the war situation, the political situa- 
tion or the upturned business in- 
come situation will indicate that its 
program will emerge as the advis- 
able one to be adopted by next 
spring’s Congress. 

“The increasing tax burden and 
such opportunities as the Treas- 
ury’s request for help have widely 
awakened the intense interest and 
concern of the taxpayers of the 
country. It is with this aroused tax 
consciousness and against this back- 
ground of opposing theories that 
such recent utterances as those of 
Messrs. Eckels, Haynes, McGill and 
others as well as the actions of the 
Congress and its tax committees will 
be analyzed and understood.” 

Mr. Loysen in his talk on “Prob- 
lems Concerning Payroll Taxation” 
said in part: 

“The Department of Labor is con- 


sidering recommending to the 1940 
Legislature a reduction of the rate of 
employer payroll contributions to 
the Unemployment Insurance Fund 
from three per cent to 2.7 per cent. 

“He also pledged himself to ‘a 
fair trial of separation reporting for 
some stable employers’ and prom- 
ised continuing improvement and 
simplification of the present quarter- 
ly reporting system.” 

“With reference to the tax reduc- 
tion proposal he pointed out that 
many employers now are paying 
taxes of more than three per cent of 
total covered payrolls despite the 
federal and state crediting provisions 
designed to insure against that possi- 
bility. Employers with a large num- 
ber of workers making more than 
$3,000 per year have been penalized, 
he said, because we restricted lia- 
bility to 2.7 per cent of total remun- 
eration which naturally exceeded 
2.7 per cent of covered payroll. 

“Now that the Congress has brought 
the Federal coverage more clearly 
into line with New York State’s re- 
quirements, by limiting liability to 
the first $3,000 of an employee’s 
earnings, we are in a position to 
solve this problem,” Mr. Loysen de- 
clared. “I am in favor of amending 
the State statute, first by removing 
the provisions for credit and refund 
and second, by substituting a flat tax 
of 2.7 per cent for the present three 
per cent levy. Such changes will 
save the employers of this State be- 
tween $3,000,000 and $8,000,000 a 
year variously estimated.” 

“The state official said that the re- 
vised plan for separation reporting 
which is now under consideration, 
and which may be put into effect as 
to wages earned after Jan. 1, 1940, 
would apply only to long established 
and dependable employers who also 
could qualify on the basis of stability 
of employment. It would provide for 
quarterly reports covering those 
workers considered temporary, he 
added, and the separation system 


128 





1940 
te of 
> to 
‘und 
ent. 
> a 
for 
om- 
and 
‘ter- 


duc- 
that 
ring 
t of 
the 
ons 
SSi- 
1m- 
han 
zed, 
lia- 
un- 


ded 


ght 
rly 
re- 
to 
e's 
to 
de- 
ing 
ng 
nd 
ax 
“ee 
rill 
e- 
a 


re- 
ng 
yn, 
as 
0, 
ed 


SO 


Or 
se 
1e 








Current Events 


would be employed only for the 
group considered permanent. 

“Mr. Loysen said that the amend- 
ment to the Social Security Act 
which extended old age insurance 
coverage to workers over 65 years 
of age has aided the administration 
of the Unemployment Insurance 
Law. 

“In the past these older workers 
have neglected to secure Social Se- 
curity Account numbers because 
they were not eligible for Old Age 
Insurance. Now that they have two 
reasons for possessing a number, 
the problem which they presented 
in the past has been removed.” 


Round-Table Forums 


On December 13, 1939, the last 
meeting of the Fall series of round- 
table meetings will be held in the 
Engineering Auditorium, 29 West 
39th Street, New York City, at 8P.M. 

The meeting will be on the subject 
of “Inventory Methods” and will be 
conducted by the Society’s Technical 
Committee on Inventory Methods. 

The following phases of the sub- 
jects will be conducted by members 
of the Committee: 

1. Introduction and brief review of 
pertinent portions regarding in- 
ventories of “Extensions of Aud- 
iting Procedure” adopted by the 
Society on May 22, 1939. 

2. Prepared discussion of cases en- 
countered in actual practice. 


A question and answer period will 
follow. 

Expressions from members and 
the increased attendance at the meet- 
ings indicate the interest of the mem- 
bers. 

It is expected that a series will be 
arranged for the Spring and mem- 
bers will be advised in advance of 
the meetings of the subjects to be 
covered. 


Book Reviews 


Making the Annual Report Speak 
for Industry. By James P. Selvage and 
Morris M. Lee. First Edition, Second 
Impression—McGraw-Hill Publishing 
Company, Inc., New York, 1938. 181 
pages, $4. 

A study of the new trend in an- 
nual reporting to stockholders, em- 
ployees, and the general public, this 
book brings together for the first 
time the best experience of a large 
number of industrial organizations 
in “humanizing” and “modernizing” 
their annual financial and operating 
statements. 

It shows the many varied ap- 
proaches that have been made to 
the increasingly important problem 
of building understanding of com- 
pany activities among those who 
should be a company’s closest allies 
—its stockholders and employees. 


The general problem and approach 
are clearly but briefly outlined, and 
much of the most practical sort of 
help for firms who wish to adopt 
these methods is given in actual 
specific examples of the manner in 
which companies—large and small— 
have made their financial statements 
readily understandable and have util- 
ized the annual report as a medium 
for discussing such vital topics as 
employment relations, taxation, dis- 
tribution of company’s income, etc. 


Federal Income Tax Accounting. By 
Stewart Yarwood McMullen. The 
Ronald Press Company, New York, 
1939. 400 pages, $5. 

This volume is designed for a 
course of thirty hours. There are 
fourteen chapters in the present 
volume, each chapter containing 
problems and questions for both 
homework and class discussion and 
forming the basis for one week of 
study in a sixteen week course; the 
fifteenth and sixteenth week are free 
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for review and the final examination. 

This volume adopts the account- 
ing approach and uses a presenta- 
tion technique item by item discus- 
sions of the tax return forms. 





Troper Honored 

Word has just been received that 
Morris C. Troper, past president of 
the Society, has been honored by the 
French Government with the Cross 
of the Legion of Honor for services 
which he has rendered in connection 
with the mission for which he left us 
over a year ago. 


Announcements 

Beard & Abney, 90 Broad Street, 
New York, Certified Public Account- 
ants, announce that George O. Kah- 
konen, C.P.A. has been admitted to 
the firm as a partner. 

Alexander W. Kennedy announces 
the opening of an office in The Wool- 
plat Building, 13 Third Street, Rye, 
N. Y. 





Benjamin Beckerman 
Word has just been received of 
the death of Benjamin Beckerman, 
a member of the Society since No- 
vember, 1930. He passed away sud- 
denly on November 21st. 
He is survived by his widow. 
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ELECTIONS 








The following is a list of applicants 
admitted to membership and asso- 
ciate membership in the Society at 
a meeting of the Board of Directors 
held on November 9, 1939: 


Membership 
Julius David Kahn, 545 Fifth Avenue. 
Joseph George Landau, 1140 Broadway. 
Maurice Raeman, 15 West 38th Street. 


Associate Membership 


David Harold Barabash, 225 West 34th 
Street, 
With Rothfeld & Rothfeld. 
Joseph Francis Barrett, 160 Broadway, 
With N. Y. State Insurance Dept., 
Liquidation Bureau. 
Morris Berro, 1270 Sixth Avenue, 
With Marks and Krauss. 
Abraham J. Briloff, 152 So. Fourth Street, 


Brooklyn. 
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Elections 


John Arthur Busardo, 160 Broadway, 
With Insurance Dept. of the State of New 
York, Liquidation Bureau. 
Harold C. Chinlund, 90 Broad Street, 
With Lybrand, Ross Bros & Montgomery. 
Harry Armstrong Clarke, 1 Cedar Street, 
With Arthur Young & Co. 
Abraham Cohen, 1114 Lawn Court, Brooklyn. 
Ralph Oliver Drummond, 51 East 42nd Street, 
Of Swan, Drummond and Ankner. 
James Theodore Ellis, Municipal Bldg., 
With Corporation Counsel, City of 
New York. 
Irving Falb, 11 West 42nd Street, 
With David Baum & Co. 
Ernest J. Feleppa, 60 East 42nd Street. 
Carl Harold Forsberg, 350 Madison Avenue, 
With Hurdman and Cranstoun. 
Ira Furst, 1270 Sixth Avenue, 
With Julius Lefkowitz. 
Stanley Francis Guest, 233 Broadway. 
Morton Jack Gurdin, 1450 Broadway, 
With Samuel Friedman. 
Douglas Frank Hampson, 18 East 48th Street, 
Vith Harris, Kerr, Forster & Co. 
Harold W. Hirschlag, 19 West 44th Street, 
With Margold, Ersken & Wang. 
Donald Van Derveer Hoff, 56 Pine Street, 
With Price, Waterhouse & Co. 
Theodore R. Jarvis, 2 West 20th Street. 
Walter Leonard Kaplow, 37 West 43rd 
Street, 
With Henry M. Berliner. 
William Joseph Kilker, Jr., 160 Broadway, 
With New York Title & Mortgage Co. 
Harry Kopper, Municipal Bldg., 
With Dept. of Finance, Bureau of City 
Collections. 
Herbert Lazarus, Putnam, Conn., 
With Edmar Footwear Co. 
John Milton Leary, 4 Irving Place, 
With Consolidated Edison Co. of N. Y., Inc. 
Huyler Louis Lisk, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 
James Joseph Lyons, 245 Fifth Avenue, 
With Alexander F. Makay & Co. 
Thomas F. J. Manning, 256 Halstead Avenue, 
Mamaroneck. 
William Joseph McGrath, 1 Cedar Street, 
With Arthur Young & Co. 
Stanley Meisel, 17 Academy Street, 
Newark, N. J., 
With Geltgeiler & Meisel. 
Harold Mendelsohn, 2958 Brighton Sixth 
Street, Brooklyn. 
Stuart Barnes Miller, Canandaigua, 
With Miller Corsets, Inc. 
John Edward Mirabito, 616 West 46th Street, 
With United States Plywood Corporation. 


John Alfred Nichols, 80 Broad Street, 

With Miller, Donaldson and Company. 
Raymond F. O’Brien, 5 Court Square, L.I.C. 
Thomas P. O’Connor, 90 Broad Street, 

With Lybrand, Ross Bros. & Montgomery. 
John Olajos, Jr., 4568 Spuyten Duyvil 

Parkway. 
Charles Bert Peck, 90 Broad Street, 

With Lybrand, Ross Bros. & Montgomery. 
Leonard Darius Roemer, Rockefeller Center, 

With Bristol Myers Co. (Del.) 

Shepherd Schaffer, 1504 Sheridan Avenue, 
Bronx. 
Harry John Schneider, 200 Fifth Avenue, 

With E. J. Keller Company, Inc. 

Morris Schneider, 260 West 41st Street. 
Albert A. Siegel, 315 West 39th Street. 
Robert Simons, 120 Wall Street, 

With American Molasses Company. 
Herman A. Spiegel, 286 Fifth Avenue. 
Rudolph Steiner, 11 West 42nd Street, 

Of Steiner & Company. 

Joseph A. Stella, 11 Broadway, 

With Wright, Long & Co. 

Silvio Anthony Tesoriere, Empire State 
Bldg., 

With George D. Fish & Co. 

Bertrand J. Tiffany, 116 John Street, 

With S. H. & Lee J. Wolfe. 

Alfred Garfield Totten, 165 Broadway, 

With Niles & Niles. 

Henry Beaman Tremble, 215 City Hall, 
Syracuse, 

With City of Syracuse. 

Israel Theodore Ulick, 119 West 40th Street, 

With Belding, Heminway Co. 

Kenneth Gardner Van Sciver, 15 Vander- 
burgh Avenue, Larchmont. 
E. Paul Venneman, 1720 Rand Bldg., 
Buffalo, 
With Price, Waterhouse & Co. 
Herman Volk, 551 Fifth Avenue, 

Of Union Audit Bureau. 

Joseph John Wagner, 22 East 40th Street, 

With Haskins & Sells. 

S. Michael Walzer, 32 Bleecker Street, 

With Aaronson Bros. 

William Weiss, 11 West 42nd Street, 

With Elias Bloomgarden. 

Hyman Yagoda, 233 Broadway, 

With I. Arnold Ross. 

George Arthur Yates, 233 Genesee Street, 
Utica, 

With The Savings Bank of Utica. 

The number of members in the 
Society as of December 1, 1939 is as 


follows: 


Members) cc ccccsenccnns 3,050 
Associate Members..... 401 
y | ED eer 3,451 
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Net Operating Losses and Corporate 


Capital Gains and Losses under 


the Revenue Act of 1939. 
By Cuarves Meyer, C.P.A. 


ANY important changes were 

made by Congress in the Rev- 
enue Act of 1939. By the enactment 
of sections 211 and 212 of that act 
there was a definite indication on 
the part of Congress, and the Taxing 
Authorities, to alleviate, in a meas- 
ure, some of the inequities of prior 
tax laws as they effected different 
types of taxpayers engaged in vari- 
ous types of enterprises. The latter 
two sections changed some of the 
earlier provisions of the Internal 
Revenue Code and inserted entirely 
new provisions. In the limited time 
allotted to me I now present the 
most important features of these 
sections since they undoubtedly will 
assist you in making substantial tax 
savings. 

While the Treasury Department 
has not as yet promulgated the new 
regulations pertaining to all these 
rather technical amendments, there 
is no doubt that the foregoing new 
provisions of the law will materially 
aid taxpayers and the general public. 


Net Operating Losses 


First let us consider the new pro- 
visions relating to “Net Operating 
Losses”. A new section numbered 
23(s) was inserted in the Internal 
Revenue Code and this restores to 
taxpayers the right to take deduc- 
tions, in years commencing after 
December 31st, 1939, of an operating 
loss sustained in prior years. Origi- 
nally a somewhat similar right first 
appeared in the 1918 Revenue Act, 
and later in the 1921 Revenue Act. 


The two year carry-over was per- 
mitted until the Revenue Act of 1932 
when the two year period was re- 
duced to one year and the carry- 
over provision was later entirely 
eliminated in 1933 by the National 
Industrial Recovery Act. 

Pursuant to this new _ section 
(23(s)), net losses sustained in a 
trade or business, in any taxable 
year commencing after December 
31st, 1938, may be carried forward 
and be allowed as a deduction in the 
two succeeding taxable years. The 
first year in which this deduction 
may be taken is one beginning after 
December 31st, 1939. The net oper- 
ating loss for a taxable year begin- 
ning on or after January 1, 1939 may 
be deducted in the 1940 return. No 
carry-over, however, will be permit- 
ted in relation to a taxable year 
commencing in 1938 or prior thereto. 


Under the prior law where a busi- 
ness, over a period of years, had 
alternating profits and losses it was 
required to pay higher taxes than 
a business with stable or uniform 
profits although the average income 
of the two firms might have been 
equal. This was especially unfair in 
the case of a new enterprise where 
earnings were subject to wide fluc- 
tuations during the first few years. 
Likewise, it was unfair to the cap- 
ital-goods industries which in pros- 
perous times had large profits and 
during the depression years, large 
losses. It appears, therefore, that 
the allowance of a net operating loss 
deduction as a carry-over will un- 


Presented at the November, 1939 meetings on Taxation of The New York State Society of 


Certified Public Accountants. 


132 











Net Operating Losses and Corporate Capital Gains and Losses under Act of 1939 


doubtedly stimulate new enterprises 
and materially assist business. 

Let us assume that a company, 
on a calendar year basis, from 1939 
to 1941 inclusive, had a $4,000.00 net 
loss in 1939 and a $2,000.00 net gain 
both in 1940 and 1941. Under the 
old law the company would be 
obliged to pay a tax on the total 
$4,000.00 earned in the second and 
third years although the company 
throughout the entire three years 
had no net income at all. However, 
under the new law the $4,000.00 loss 
in the first year would be applied 
against the $2,000.00 earned in each 
of the following two years, and the 
taxpayer then would be subject to 
no tax in the entire period. 

In order to take full advantage 
of this section of the law, both the 
taxpayer and the accountant, should 
be familiar with its operation. The 
first question to be determined is: 
What is “A Net Operating Loss”? 
Section 122 of the Internal Revenue 
Code, an entirely new section in- 
serted in the law, defines this term 
and sets up certain exceptions and 
limitations in connection therewith. 

“Net Operating Loss” is defined 
therein as being the excess of the 
deductions over gross income with 
the following exceptions and limita- 
tions : 


1. The deduction for depletion shall 
not exceed the amount which 
would be allowable if computed 
without reference to discovery 
value or to percentage depletion. 
(This refers to companies en- 
gaged in operating coal, metal 
mines, oil and gas wells, etc.) 

2. The amount of interest wholly 
exempt from tax less the amount 
of interest paid on indebtedness 
to carry certain tax exempt obli- 
gations, otherwise denied by sec- 
tion 23(b), must be included in 
gross income. 

3. Net operating loss deductions 
for a prior year must not be in- 


cluded and they are to be taken 
into consideration only in the 
computation of the net loss 
carry-over. 

4. 100% of both the long term cap- 
ital losses and the short-term 
capital losses are to be deducted 
only to the extent of 100% of 
the long-term capital gains and 
short-term capital gains respec- 
tively. (This means, that no net 
capital loss whether long or 
short-term, can be deducted in 
calculating the net loss carry- 
over and 100% of the net short- 
term and long-term capital gains 
must be included in gross in- 
come. ) 

5. In the case of non-corporate tax- 
payers, deductions not incurred 
in a trade or business are to be 
allowed only to the extent of 
gross income not derived from 
the trade or business and for the 
purpose of this limitation, de- 
ductions and gross income should 
be computed with the exceptions 
and limitations specified in item 
1 to 4 above. 


These five exceptions and limita- 
tions were introduced into the law 
for the purpose of insuring that only 
economic losses would be reflected 
in arriving at the net operating loss 
deduction. 

The exact method of computing 
the net operating loss deduction for 
any taxable year appears to be quite 
complicated in view of the various 
limitations and exceptions involved. 
For instance, the exception stated 
in item 4 above, does not govern 
losses on assets subject to deprecia- 
tion since such assets are not con- 
sidered capital assets as defined in 
section 117(a). Accordingly, where 
you have combined depreciable and 
non-depreciable assets such as land 
and buildings, and such assets are 
subsequently sold, it becomes neces- 
sary to segregate the resulting gain 
or loss as between ordinary gain 
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or loss and capital gain or loss. 

It is important to bear in mind, 
and for that reason I repeat, that 
a net operating loss deduction is 
allowable only in taxable years be- 
ginning after December 31, 1939. 
However, in computing such deduc- 
tions a net operating loss for a year 
beginning after December 31, 1938 
will be allowed as a carry-over. This 
means, that the first deduction for 
a net loss carry-over will be made 


in returns for the calendar year 1940 
or fiscal years beginning in 1940. 
An operating loss deduction for 
the calendar year 1939 may be car- 
ried forward into the year 1940 and 
any unabsorbed balance may be 
further carried forward into 1941. 
I shall attempt to clarify this matter 
by a formula and illustrations which 
will show the steps to be taken in 
computing the net operating loss 
deduction for any taxable year. 





Formula for “Net Operating Loss Deduction” for Any Taxable Year 
Net Operating Loss for First Preceding Year......... $ 
Add: 

Net Operating Loss of Second Preceding Year........ $ 
Reduced by the excess, if any, of the Net Income 

(computed under Section 122) for the First Preceding 

Taxable Year over the Net Operating Loss for the 

Third Preceding Taxable Year, as follows: 

Net income (computed under Section 122) for the 
First Preceding Daxable Year’. ...60065s6.00500 $ 

Net Operating Loss for Third Preceding Taxable 
IT ain ora oak aria crore scare tan Gate Grea care tose alee ree 





Net Operating Loss carry-over to Current Year....... $ 
Less the amount, if any, by which the net income of 
current year (computed under Section 122) exceeds 
the Taxable Net Income of current year (computed 
before Net Operating Loss deductions), as follows: 
Net income of current year (computed under 

ROSES IY SMG NY 5a 95S aaa sai ate love aba reo W's0) om wh avoreré $ 

Taxable net income of current year or in case of 
a corporation normal tax net income (computed 
before net operating loss deduction)............ 





Net Operating Loss deduction for current year....... $ 








Note: “Net Operating Loss” as used herein refers to such loss calculated per section 122 
of the Internal Revenue Code. 


Illustration 


Assume the M Corporation has the following items of income and 
deductions for the calendar year 1940: 


Gross Income $100,000. as defined in section 22, included in which are 
long-term capital gains of $25,000. and short-term capital gains of 
$15,000., and in addition wholly tax-exempt interest of $20,000. which is 
not included in the gross income. 

Deductions $225,000., included in which are long-term capital losses 
$35,000. and short-term capital losses of $20,000. and a deduction for 
percentage depletion of $50,000. which is $40,000. in excess of what would 
be allowable on cost; interest of $5,000. paid on indebtedness incurred to 
purchase tax-free bonds and which is not allowed as a deduction under 
section 23(b). 
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Net Operating Losses and Corporate Capital Gains and Losses under Act of 1939 


The net operating loss for 1940 is determined as follows: 








GEORG PENEGINO S650 55, 566c ie 00S Rs as 6 bide awe ee EOes $100,000. 
Pluss” Paso Bxetipt interests 665s she coda pee aieee owes $ 20,000. 

Less: Interest Paid (Unallowable)............. 5,000. 15,000. 
Gross Income Adjusted (required per Section 122(d)).. 115,000. 
LOSS CTS S10 2 Ape ne aR A Pe Ap RSPR eh re 225,000. 
Less: Excess of long-term capital losses.............. $ 10,000. 

Excess of short-term capital losses............- 5,000. 

Excess of percentage depletion ................ 40,000. 55,000. 

170,000. 
Net Operating Loss for 1940............ $ 55,000. 


Let us further assume that for the calendar year 1939 the M Corporation 
has a “Net operating loss” of $35,000. and a net income for the calendar 
year 1941 (computed under section 122(d)) in the sum of $75,000. and for 
the calendar year 1942 a net income of $125,000. (computed under section 
122(d)) and a normal tax net income of $120,000. (computed without a net 
operating loss deduction). 


The net operating loss for the year 1942 is calculated as follows and in 
accordance with the formula shown above: 


Net Operating Loss for First Preceding Year (1941).. $ none 
Add: 
Net Operating Loss of Second Preceding Year 
CEO A ye asc < aais bared Bale Daa EAD eae: 
Reduced by the excess, if any, of the net income 
(computed under section 122) for the First Pre- 
ceding Taxable Year over the Net Operating 
Loss for the Third Preceding Taxable Year, as 
follows: 
Net income (computed under section 122) for 
the First Preceding Taxable Year (1941)... $ 75,000. 
Net Operating Loss for Third Preceding Tax- 
ADE SWEAR COO aracse a calls ote eae orartemeaicte 35,000. 40,000. 15,000. 


$ 15,000. 


$ 55,000. 





Net Operating Loss carry-over to current year (1942) 
Less the amount, if any, by which the net income of 
current year (computed under section 122) exceeds 
the taxable net income of current year (computed 
before net operating loss deduction), as follows: 
Net income of current year (computed under 
SECON LAN! eis-6. cave oe cveiccrn oe Salesian cea cena tec. 
Norma! Tax net income of current year (1942) 
(computed before net operating loss deduction).. 120,000. 


$125,000. 


5,000. 


Net Operating Loss deduction for current year (1942).. 


$ 10,000. 








The above Formula and illustra- duced by the various exceptions and 
tion shows that the losses which limitations set forth in Section 122 





might be carried forward are not 
necessarily the same amounts as 
may appear in any tax return, as 
a tax-return net loss must be re- 


(d). It must also be remembered 
that these adjustments must be 
made not only of the loss for the 
year in which the loss was incurred 
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but also of the gross income and 
deductions of the succeeding years, 
that is, the year into which the loss 
is carried and any intervening year. 

There appears to be a distinct dis- 
advantage to corporations which 
should derive their chief income 
from the receipt of dividends from 
domestic corporations. Let us as- 
sume that after considering all 
necessary adjustments, such a com- 
pany for the calendar year 1939 had 
a net operating loss carry-over in 
the sum of $20,000. and for the cal- 
endar year 1940 the company had a 
net income of $30,000. which was 
arrived at by including in gross in- 
come on its tax return, the $25,000. 
representing dividends received from 
domestic corporations. In order to 
arrive at the normal tax net income 
for that company for the year 1940 
it would be necessary to remove from 
the net income 85% of the $25,000. 
dividends received or a total of 
$21,250. thus leaving a normal tax 
net income of $8,750. Following the 
above Formula, the 1940 net income 
of $30,000. would exceed the normal 
tax income by the sum of $21,250. 
which in turn is in excess of the 1939 
net operating loss carry-over. There 
then would be no net operating loss 
deduction for the year 1940. 

Section 122(e) of the new law had 
defined the first preceding taxable 
year, in which the net loss carry-over 
provision becomes effective, as being 
one commencing after December 31, 
1938. This creates a disadvantage 
to companies filing their tax returns 
on a fiscal year basis. If such a 
company had a loss in a fiscal year 
ended during 1939, it could not pos- 
sibly take advantage of the net loss 
carry-over in the fiscal year ended 
during 1940 but would be able to 
do so only in the fiscal year ended 
during 1941 and then, only, if the 
company sustained a net operating 
loss during the fiscal year 1940. I 
believe an illustration of this sub- 
division of the law would be helpful. 


Let us assume a corporation had a 
$4,000. net loss for the fiscal year 
ended November 30, 1939, a $3,000. 
net income for the fiscal year ended 
November 30, 1940, and $1,000. net 
income for the fiscal year ended 
November 30, 1941. Under the 
proper interpretation of this pro- 
vision of the law the company would 
be obliged to pay a tax on the net 
income for the last two fiscal years 
without the benefit of the $4,000, 
loss sustained in the fiscal year 
ended during 1939. The reason for 
this conclusion is that the $4,000. 
net loss sustained in the fiscal year 
1939 was sustained in a taxable year 
which began prior to January 1, 1939 
and section 122(e) specifically makes 
such a prohibition. 

In a recent case, which was called 
to my attention, a corporation was 
about to make an application to the 
Commissioner for leave to change 
its accounting period from a fiscal 
year ending April 30 to a fiscal year 
ending October 31, which, in that 
case, was the close of its natural 
business year. After the provisions 
of the new law were considered that 
corporation refrained from making 
its application to the Commissioner 
in order that it would not lose any 
of the benefits of the new law. The 
heaviest losses occurred in the six 
month period ending October 31 of 
each year, and as the proposed new 
fiscal year would have started No- 
vember 1, 1939, no operating loss 
deduction would have been permit- 
ted (under section 23(s)) in a tax- 
able year beginning prior to Decem- 
ber 31, 1939. 

It should be noted that for the 
purpose of ascertaining the first, 
second or third preceding taxable 
years, a fractional part of a year 
which is a taxable year under sec- 
tion 48(a) is a preceding taxable 
year. 

The terms “Net Operating Loss 
Carry-Over” and “Net Operating 
Loss Deduction” referred to in sec- 
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Net Operating Losses and Corporate Capital Gains and Losses under Act of 1939 


tion 23(s) and section 122 should 
not be confused with each other, nor 
with the term “Net Short Term 
Capital Loss Carry-Over”, referred 
to in section 117(e). It also should 
not be confused with the term “Net 
Operating Loss Credit” referred to 
in section 27(b) of the Internal Rev- 
enue Code. 

The benefits of the net operating 
loss carry-over provisions of the new 
law are granted to individuals (in- 
cluding partners, estates and trusts) 
engaged in a trade or business and 
to corporations for the purposes of 
normal tax except mutual invest- 
ment companies. These benefits are 
not allowable for purposes of sur- 
tax on domestic and foreign personal 
holding companies and corporations 
subject to tax under section 102 
which relates to corporations un- 
reasonably accumulating surplus. In 
connection with the latter type cor- 
porations there may be rare in- 
stances where companies may find 
themselves subject to enormous ad- 
ditional taxes even though they had 
a legitimate net loss carry-over de- 
duction from prior years but the 
Treasury Department has declared 
them to be corporations coming 
within the purview of section 102. 
Before passing this point I might 
state that the Revenue Act of 1939 
did not change the pertinent pro- 
visions of section 102 of the Internal 
Revenue Code and since the pro- 
visions relating to regular surtaxes 
on undistributed profits have been 
repealed, the Treasury Department 
no doubt will strictly enforce sec- 
tion 102. This is especially impor- 
tant since the Treasury Department 
has instructed its employees to give 
close attention to the returns of cor- 
porations to determine if section 102 
applies to them. 

In connection with partners, it 
appears that they will be permitted 
the benefit of the deduction of net 
operating losses allowed by section 
23(s) in accordance with the regu- 


1 


Ge 


lations to be prescribed by the Com- 
missioner. Based upon _ previous 
regulations relating to partners, it 
appears that each of the partners 
will most likely be permitted to de- 
duct on his personal tax return his 
share of the net loss of his partner- 
ship and to treat it as part of his 
net operating loss carry-over exactly 
as if the loss were incurred in his 
own individual business. 

The benefit of this net loss carry- 
over is not allowed to a common 
trust fund but only to the partici- 
pants in the trust fund under regu- 
lations to be prescribed by the Com- 
missioner. 


Corporate Capital Gains and Losses 
I now come to the second part of 
my discussion and this relates to 
section 212 of the Revenue Act of 
1939 which amended parts of sec- 
tion 117 of the Internal Revenue 
Code and which only affects corpo- 
rations and which becomes effective 
only for taxable years commencing 
after December 31, 1939. 
Hitherto, losses from the sales or 
exchanges of capital assets held by 
corporations, were allowed only to 
the extent of $2,000. plus the gains 
from such sales and exchanges. 
There was only one type of capital 
asset transaction for corporations, 
there being no distinction between 
short-term and long-term capital 
gains or losses. In the amended law 
the $2,000. limitation was stricken 
out and in addition, provisions were 
inserted providing that capital asset 
transactions of corporations are 
divided into two classes: (1) short- 
term and (2) long-term; the first 
classification covering assets held for 
not more than 18 months and the 
second classification covering assets 
held over the 18 month period. 
Under the amended law net long- 
term capital losses will be deductible 
in full from ordinary income. Short- 
term capital losses may be applied 
against short-term capital gains but 
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the excess may not be applied 
against ordinary net income or 
against long-term capital gains. 


However, such excess of the short- 
term capital losses may now be car- 
ried forward to the succeeding year 
and deducted from the short-term net 
capital gains of that succeeding 
year, in an amount not in excess of 
the taxable income for the year in 
which the short-term net loss was 
sustained. Thus corporations, in 
connection with the treatment of 
short-term net capital losses will 
have the same rights that individuals 
had under the old law or have under 
the new law. 

In connection with the provisions 
relating to short-term capital losses, 
Congress had indicated that the 
speculator was to be prevented from 
offsetting speculative losses against 
ordinary income for the reason that 
losses from the sale or exchange of 
property held for 18 months or less 
may be applied only against gains 
from the sale or exchange of such 
property held for the same period. 

In so far as net long-term capital 
losses are concerned, corporations 
now appear to have greater advan- 
tages than individual taxpayers. An 
individual taxpayer takes into ac- 
count, as ordinary income, either 
66%34% or 50% of the net long-term 
capital losses (depending upon 
whether the individual’s holding 
period of the capital asset was more 
than 18 months or 24 months re- 
spectively), while a corporation 
takes into account 100% of the net 
long-term capital losses and the cor- 
poration has to hold the asset for 
only 18 months to be able to treat 
the loss as a long-term loss. 

In so far as net long-term capital 
gains are concerned, individuals ap- 
pear to have a greater advantage 
than corporations. The individuals 
only have to report either 6674% or 
50%, as the case may be, of their 
net long-term capital gains while the 
corporation would have to report the 


full 100% of such net long-term 
capital gains as ordinary income. 

These new provisions of the law 
go into effect for taxable years start- 
ing after December 31, 1939, and 
transactions relating to the calendar 
year 1939 and fiscal years beginning 
in 1939, are still governed by the 
capital gain and loss provisions of 
the 1938 Act, as now embodied in 
the Internal Revenue Code. There- 
fore, for all such transactions in a 
taxable year commencing prior to 
January 1, 1940, corporate capital net 
gains are taxed the same as ordinary 
income and corporate capital net 
losses are allowed only to the extent 
of $2,000. It may therefore, be ad- 
visable for corporate taxpayers to 
consider this before the end of the 
year 1939 in order to offset capital 
gains by capital losses or where capi- 
tal net losses already have been sus- 
tained in excess of $2,000., to estab- 
lish offsetting capital gains to the 
extent of such excess. This proced- 
ure results in a tax advantage in that 
low-basis securities may be disposed 
of and subsequently reacquired with 
a higher tax basis and the capital 
gain involved, being thereby offset 
against otherwise non-allowable los- 
ses, escapes taxation. At this point 
it is worth noting that the “wash 
sales” provisions of the law do not 
apply to sales made at a gain. 

In cases where a corporation in- 
tends disposing of capital assets, 
which are held for more than 18 
months, and which have fallen in 
value, it is advisable to postpone 
such disposal until 1940 so that the 
resulting loss will then be subject 
to the benefits of the new law and 
as such, be deductible in full from 
the 1940 ordinary income. This 
should not be done in all cases but 
only where the corporation has no 
capital gains in 1939 against which 
the prospective loss can be offset. If 
the capital asset involved was held 
for not more than 18 months and 
therefore falls within a short term 
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class and is disposed of in 1940 prior 
to its change into a long term capital 
asset, no deduction will be allowed 
for the loss sustained in the year of 
sale except to the extent of offsetting 
short-term capital gains either in 
1940 or in 1941 due to the one year 
carry-over provision. In connection 
with corporations on a fiscal year 
basis, the above references to the 
year 1940 and 1941 should be consid- 
ered as references for the fiscal years 
beginning in 1940 or 1941. 

Property used in a trade or busi- 
ness and subject to depreciation is 
not a capital asset and in such con- 
nection it might appear that the new 
treatment of corporate capital gains 
and losses would eliminate the neces- 
sity of allocating losses between de- 
preciable and non-depreciable prop- 
erty. However, this would not be 
applicable in the case of a short-term 
loss, since the loss on the non-de- 
preciable asset would be treated as 
a short-term loss limited to the ex- 
tent of short-term gains, whereas the 
loss on the depreciated asset (not 
being considered a capital asset) 
would be allowable in full as an 
ordinary deduction. Moreover, even 
in the case of a long-term transac- 
tion, it appears that a segregation 
must be made for the purposes of 


a net operating loss carry-over (as 
required by section 122) since in 
computing such carry-over a long- 
term capital loss would not consti- 
tute a deduction (except to the ex- 
tent of long term capital gains). On 
the other hand the loss on the depre- 
ciated asset being an ordinary loss 
is a full deduction for such purpose. 
It is therefore deemed advisable to 
segregate gains and losses on the 
sale of combined depreciable and 
non-depreciable assets (such as land 
and buildings) to determine the or- 
dinary gains and losses and the cap- 
ital gains and losses. 

The new 1939 amendments to the 
corporate capital gains provisions 
of the law apply to all corporations 
for purposes of computing normal 
tax, but do not apply to domestic 
or foreign personal holding com- 
panies for the purposes of surtax. 

In closing I may suggest that 
although the foregoing new pro- 
visions of the law do not go into 
effect until next year, small or large 
taxpayers, whether individuals or 
corporations, should confer with 
their accountants before the close 
of this year so that their accounting 
records will be arranged to properly 
reflect transactions which involve 
these new provisions. 
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Some Tax Problems in Inventorying 


under the Last-In, 


First-Out Method 


By Max Rotntk, C.P.A. 


2 ik HE corporations of this country 
have somewhere around 18 bil- 
lion dollars in inventories. If, on ac- 
count of price inflation due to war or 
other causes, commodity prices 
should repeat the experience of the 
1914-1920 war and postwar years, 
the business concerns of this country 
will find their inventories have in- 
creased in monetary value, although 
they may be identically the same in 
actual quantity. They will as a re- 
sult show profits of perhaps 20 bil- 
lion dollars and will be forced to pay 
income taxes, and high excess-profits 
taxes, on these profits, although they 
represent not a yard, a pound or a 
gallon more of goods. These profits 
will be book profits which the com- 
panies cannot use to pay taxes or 
dividends, or expand their plants, or 
buy a larger quantity of goods than 
they originally had. These profits 
will be the equivalent of a mark-up 
in the value of goods acquired to 
replace the original inventories. 
Fortunately, under the present in- 
come tax law, many business men 
will have an opportunity to protect 
themselves against paying taxes on 
such profits, for the law now permits 
goods to be inventoried under the 
so-called “last-in, first-out method.” 
For the sake of convenience, I shall 
refer to this method as the new 
method. The new provisions are em- 
bodied in section 219 of the 1939 
Revenue Act. This section amends 
section 22(d) of the Internal Rev- 
enue Code, which contained pro- 
visions enacted in 1938 permitting 
the last-in, first-out method to a 
limited extent. The new method may 


be adopted by a taxpayer for any 
taxable year beginning after Decem- 
ber 31, 1938. If he is on the calendar 
year basis, he thus will be able to use 
it for the current year. The adoption 
of the method is entirely optional 
with him, although he has to meet 
certain requirements which I shall 
later discuss. 

Briefly, the new method is based 
on an assumption: that, regardless 
of whether or not an item remaining 
on hand at the end of the year can 
be identified as a particular acquisi- 
tion, it nevertheless represents the 
earliest item acquired, and is valued 
at cost. Recognition is thus given to 
the fact that selling prices, and the 
resulting profit, are influenced by the 
cost of replacing goods rather than 
by the actual cost of acquiring the 
particular items sold. We can more 
readily see the difference in the ap- 
plication of this method, compared 
with that commonly used, by a sim- 
ple illustration. 

A manufacturer of copper wire 
owned at the beginning of a year a 
quantity of wire which had cost him 
$1,000. He sold the wire for $1,500 
in cash. His costs meanwhile had 
gone up so that it cost him $1,200 to 
replace his inventory. Under the 
commonly used method—the so- 
called first-in, first-out method—ac- 
countants and tax collectors com- 
pute the profit on the sale as $500, the 
difference between the $1,500 sales 
price and the $1,000 original cost. 
Under the new method—the last-in, 
first-out method—they compute the 
profit as $300, the difference between 
the $1,500 sales price and the $1,200 
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replacement cost. It must not be in- 
ferred from this illustration that the 
new method will always show lower 
profits. It will do so in a rising mar- 
ket, but it will tend to show higher 
profits in a declining market. 
Whether, for a particular year, the 
new method will show higher or low- 
er profits depends on other factors 
as well. An important factor is the 
extent to which the quantity of goods 
in the closing inventory differs from 
that in the opening inventory. 

The last-in, first-out method is 
new only so far as the tax law is con- 
cerned. This method, or similar ones 
which accomplish the same results, 
have been in use by a number of 
large corporations for years. It was 
found that these methods have sev- 
eral advantages. They help the busi- 
ness man to set profitable sales prices 
by forcing greater attention on re- 
placement costs. Secondly, they help 
to conserve the working capital by 
warning management not to distrib- 
ute profits that have been reinvested 
in merchandise. Finally, they help 
eliminate from the books the specu- 
lative profits or losses due to price 
changes in the goods that are carried 
over from year to year. To these is 
now added another reason, viz., that 
the new method ordinarily will save 
income taxes on profits put back in- 
to inventories and thus not available 
to pay taxes. 

Before starting to use the new 
method for tax purposes, the tax- 
payer must apply for permission, and 
state what goods he desires to inven- 
tory under that method. When ob- 
taining the approval of his applica- 
tion, the taxpayer may, however, be 
required to use the new method not 
only for goods specified in his appli- 
cation but for other goods as well 
if this is necessary in order clearly to 
reflect his income. A manufacturer 
may be permitted or required to use 
the new method for a particular class 
of his materials, whether in the raw 
material state or included in goods 


in process or finished goods. Fur- 
thermore, subject to the regulations, 
he may use the new method in valu- 
ing his goods in process and finished 
goods, not only for the raw material 
content but for labor and overhead. 


Description of Method 


The new method is explained in 
the amended section 22(d) (1) of the 
Internal Revenue Code as follows: 


“A taxpayer may use the follow- 
ing method (whether or not such 
method has been prescribed under 
subsection (c) [of section 22]) in 
inventorying goods specified in the 
application required under para- 
graph (2) [of section 22(d)]: 


“(A) Inventory them at cost; 


“(B) Treat those remaining on 
hand at the close of the taxable 
year as being: First, those in- 
cluded in the opening inventory 
of the taxable year (in the order of 
acquisition) to the extent thereof, 
and second, those acquired in the 
taxable year; and 


“(C) Treat those included in 
the opening inventory of the tax- 
able year in which such method is 
first used as having been acquired 
at the same time and determine 
their cost by the average cost 
method.” 


It will be noted, in the first place, 
that the law provides for a specified 
manner of treating the opening in- 
ventory of the first year that the 
method is used. All the items in such 
opening inventory which are valued 
under the new method must be 
priced at cost. As a result, the total 
value of the opening inventory may 
not agree with the value used in the 
tax return for the previous year. 
This, for example, would be the case 
if goods previously had been valued 
on the basis of cost or market, 
whichever is lower. Under such cir- 
cumstances, it may be necessary to 
file an amended return for the pre- 
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vious year, and pay an additional 
tax. 

The treatment of the items in the 
closing inventory can perhaps be ex- 
plained by two examples: Let us 
assume, with respect to goods valued 
under the new method, that the 
quantity in the closing inventory is 
equal to or less than the quantity in 
the opening inventory. In that event, 
the items in the closing inventory 
will be valued at the costs shown in 
the opening inventory, the items be- 
ing treated in the order of acquisi- 
tion. The current year’s costs will be 
disregarded. Let us assume, on the 
other hand, that the quantity in the 
closing inventory is greater than the 
quantity in the opening inventory. 
In that event, the closing inventory 
will be valued as follows: 

1. The quantity in the closing in- 
ventory that is equal to the 
quantity in the opening inven- 
tory will be valued at the costs 
shown in the opening inven- 
tory. 

2. The quantity in the closing in- 
ventory that is in excess of the 
quantity in the opening inven- 
tory will be valued at the cur- 
rent year’s costs. 


It will be observed that we have 
to relate those items in the closing 
inventory, which are being valued 
under the new method, to similar 
items in the opening inventory. For 
the first year, each class of goods in 
the opening inventory, no matter in 
how many different lots the goods 
were acquired, are treated as if ac- 
quired as one lot, at one time, and 
at one cost. For later years, how- 
ever, each class of goods in the open- 
ing inventory will often consist of 
acquisitions made at various times, 
and accordingly will be valued at 
various costs. 

As above stated, a fundamental 
requirement is that goods inventor- 
ied under the new method must be 


valued at cost. Market prices are 
disregarded entirely. The term 
“cost” will presumably be defined in 
the regulations, as was the case under 
previous laws. The regulations have 
not yet been issued, so we must in 
our discussion rely in part on the 
present regulations. These, it will be 
recalled, permit a taxpayer to com- 
pute his costs under any method of 
accounting that clearly reflects his 
income, provided it has been consist- 
ently used in the past. They also 
permit a taxpayer, in the case of 
damaged and obsolete goods, to value 
them at less than cost, even if he 
is on a cost basis. There is every 
reason to believe that with respect 
to these matters the regulations will 
not be changed. 

It would also appear that the tax- 
payer may use average costs. In that 
event, it is advisable that they be 
monthly averages instead of an an- 
nual average. This is because, if the 
quantities in the closing inventory 
are greater than those in the opening 
inventory, the excess will then be 
valued more nearly at the prices of 
the earliest acquisitions of the year. 
If average costs are computed on a 
monthly basis, and acquisitions have 
been made each month of the year, 
there will be twelve acquisitions a 
year, each priced at its respective 
monthly average cost. If average 
costs are computed on an annual 
basis, there will of course be but one 
acquisition a year, priced at the an- 
nual average cost. 

I wish to again emphasize that the 
new method applies only to goods for 
which the taxpayer receives permis- 
sion, or for which he is required, to 
use the new method. With respect 
to other goods, he may use any other 
permissible method which he has 
consistently used in his income tax 
returns. It is advisable, so as to get 
the greatest benefit from the new 
method, that the items in the open- 
ing inventory of the first year and 
all subsequent purchases or produc- 
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tion be classified for accounting pur- 
poses into the smallest practicable 
number of groups. 

In applying the new method, a 
number of accounting problems will 
have to be solved. | shall mention 
merely one. How can profits be de- 
termined for an interim period where 
the quantity sold exceeds the quan- 
tity acquired in that period? This 
problem arises in interim periods 
because it is only at the end of the 
year that we can know whether the 
reduction in the opening inventory 
will be replaced, and at what price. 
One method of handling this prob- 
lem is to charge out of stock the 
goods equal to the current year’s 
acquisitions, up to the end of the 
interim period, at the cost thereof; 
and to charge out any reduction in 
the opening inventory, at the open- 
ing inventory price of such goods. 
Another method, and the one I pre- 
fer, is to charge out of stock any 
reduction in the opening inventory, 
at an estimated cost of replacement. 
Under any method, such adjustment 
will have to be made before the end 
of the year as will show the closing 
inventory at last-in, first-out cost. 

Consistency Required 

Once the taxpayer commences us- 
ing the new method, he must con- 
tinue doing so until he receives per- 
mission to change, or unless he is 
required to change to another 
method. The new method is not per- 
mitted for tax purposes unless it is 
also used for reports for credit pur- 
poses or reports to shareholders, etc. 
In his application to use the new 
method the taxpayer must show that 
for such financial reports he has used 
no other method for any period com- 
mencing at any time during the first 
year. Few business concerns that 
issued interim reports in 1939 have 
inventoried their goods under the 
last-in, first-out method, and those 
who did not do so may be prevented 


because of this provision, from using 
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the new method for 1939. It has been 
suggested that the Commissioner 
may have the power to interpret this 
provision liberally to relieve this 
hardship. The new method must be 
continued for subsequent years, both 
in the tax returns and the afore- 
mentioned financial reports. For 
failure to do this the taxpayer may 
be required to change to some other 
method which will clearly reflect his 
income, 

It is important to note that it is 
not required, in the financial reports 
for any part of the first year or those 
issued thereafter, that the inventory 
be valued at cost. This permits the 
taxpayer, in his financial reports, to 
value his inventory at market if be- 
low cost. To this extent there is 
lack of consistency, which is per- 
mitted no doubt so that a taxpayer 
will not be required to overstate his 
financial position. 

The Commissioner continues to 
have the authority to establish rules 
governing the valuation of inventor- 
ies, and to determine whether a par- 
ticular method conforms as nearly as 
may be to the best accounting prac- 
tice in the trade or business, and as 
most clearly reflecting the income. 
The change to the new method, how 
it is to be used, and other matters are 
all subject to his regulations. In 
passing, it might be mentioned that 
some tax authorities have always felt 
that the inventory provisions con- 
tained in the old laws were broad 
enough to permit the Commissioner 
to include the last-in, first-out 
method as one which conformed to 
the best accounting practice. How- 
ever, all doubts the Commissioner 
previously had on this score are now 
removed by the new provisions. 


For Whom Advisable 


One important problem we will 
have to decide is when to recommend 
the new method. While the new 
method is not limited to taxpayers 
in particular industries, it will be 
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found most useful to those having 
an inventory of a uniform, similar 
or homogenous kind, and where the 
quantity does not vary too much 
from year to year. The last-in, first- 
out method, or other methods that 
accomplish the purpose of eliminat- 
ing price fluctuations in inventories 
that are replaced, have been used for 
a long time by a number of large 
corporations. These have been en- 
gaged in the extraction and process- 
ing of non-ferrous metals, the refin- 
ing of petroleum, and the tanning of 
leather ; however, the new method is 
equally useful to taxpayers in other 
industries. 

There are many businesses, of 
course, where the new method may 
not be useful because of the nature 
of the inventory. A taxpayer who 
manufactures so-called style goods, 
say women’s hats, will probably find 
that he cannot advantageously use 
the new method. In the first place, 
the items in his closing inventory 
are generally not comparable to 
those in the opening inventory or to 
those purchased in the early part of 
the year. Secondly, the element of 
obsolescence is too important a fac- 
tor in valuing the inventory, cer- 
tainly more important than the ups 
and downs in market prices. For 
these reasons comparatively few re- 
tailers will gain any benefits from 
the new method. It will also gener- 
ally be found that the new method 
is not advisable for inventorying 
miscellaneous items of different 
kinds no one of which is very impor- 
tant in itself. Thus a manufacturer 
should preferably use it for his prin- 
cipal raw materials only, and not for 
his minor materials or supplies. And 
where the manufacturer operates a 
general store along with his factory, 
he should use the new method only 
in his factory. The new method is 
not recommended for inventories 
that are small in comparison to the 
normal annual profits, or for goods 
which do not fluctuate much in price. 


Some students of the subject believe 
that the new method is not useful 
where the inventory is low compared 
to the total assets, or where it has 
a rapid rate of turnover. It is my 
opinion, however, that the size of the 
inventory must be compared to the 
normal profits rather than assets, 
and that the rate of turnover, so long 
as the inventory is comparatively 
large, is not a determining factor at 
all. 

While the new method apparently 
has many advantages, no taxpayer 
should rush into adopting it without 
careful study. As a preliminary, he 
should first roughly recast his ac- 
counts for a sufficiently long period 
of time back and determine the effect 
of the new method on the profits of 
such period. With this as a basis he 
can then determine the probable ef- 
fects for the future, taking into ac- 
count changed conditions. Such a 
study will show him also to what 
goods the new method should be 
applied, and particularly the best 
year to make the change. Generally 
the new method should be started 
when costs are at low levels. Need- 
less to add, other provisions in the 
tax law besides those relating to in- 
ventories should not be overlooked, 
such as the net loss carry-over privi- 
lege, the tax rates, and the proba- 
bility of their change. These should 
ali be given careful consideration. 
The new method will be found im- 
practicable for many concerns. Some 
of the objections to it have been men- 
tioned, such as the complications in 
accounting that the new method may 
entail. There may be other reasons 
against its use. A certain amount of 
working capital or net profits may be 
required by a mortgage indenture, or 
by financing plans, existing or con- 
templated. Profits may have to be 
computed according to agreements 
between partners. We will find that 
many directors and stockholders of 
a business which has had a period of 
low earnings will welcome “profit- 


144 





ab 
du 


an 
mi 


ye 


dt 
be 
m 
ef 
ta 
pt 
ar 


th 





ve 
ful 
ed 


as 


ny 
he 
he 


ts, 
ng 





Some Tax Problems in Inventorying under the Last-in, First-out Method 


able” years, although the profits are 
due entirely to inflationary causes. 

Accounting is not an exact science, 
and the new method, just as the old 
methods, will often show serious dis- 
crepancies between the profit of a 
year and the volume of business done 
that year. This will be the case, for 
example, where the method is 
started at the wrong time in the price 
cycle, or where the quantities fluc- 
tuate widely from year to year. It 
should be observed that fluctuations 
in quantities during a year are not 
of consequence so long as the open- 
ing and closing inventories are sub- 
stantially uniform in quantity. How- 
ever, care should be taken to adopt 
a correct accounting rule for han- 
dling the reductions in quantities 
during the year which are replaced 
before the close thereof. Finally, it 
must also be kept in mind that the 
effect of the new method is to shift 
taxable income from a year when 
prices are rising to a year when they 
are falling, and this will also shift the 
tax burden, perhaps to a year when 
the burden is harder to bear. Where 


the new method cannot be used, the 
taxpayer has the consolation that he 
has the privilege of carrying over a 
net loss of one year against the in- 
come of the next two succeeding 
years. On this point as well as on 
others, consideration must always be 
given to the likelihood of a change 
in the law, when governmental needs 
force a reduction in the privileges 
granted to taxpayers. 

Many thoughtful accountants and 
business men have long argued that 
in periods of fluctuating prices a dis- 
tinction must be made between real 
profits in terms of goods, and book 
profits in terms of the monetary unit. 
The authorization of the last-in, 
first-out method in our tax laws is 
a step towards wider acceptance of 
this distinction. The authorization of 
the new inventory method, and the 
re-enactment of the net loss carry- 
over are substantial improvements in 
our tax laws. I trust that both of 
these changes will be extended in 
scope so that taxpayers will be 
further relieved from the hardships 
of treating the year as the unit of 
measurement. 
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Federal Tax Procedural Questions, 


Decentralization, etc. 


By NATHANIEL B. 


HERE are stated to. be 175,000 

different governmental units 
collecting taxes in the United States, 
and the number will, no doubt, in- 
crease. A review of their procedural 
techniques might be of interest to 
some of you, but owing to the lim- 
ited time allotted, comment will be 
confined to federal income tax ad- 
ministration with a passing refer- 
ence to taxes levied under the Agri- 
cultural Adjustment Act. 

We cannot dismiss taxes as easily 
as the individual who received an 
income tax blank in the mails and 
sent it back with the following note 
scribbled on the face: “I have given 
the matter careful thought and have 
decided not to join the income tax.” 

When I was assigned by the 
chairman of our committee to speak 
on some Bureau procedures with a 
passing reference to the so-called 
decentralization plan, it was under- 
stood that there would be no pur- 
pose in merely reciting the general 
instructions of the Bureau. We 
here are concerned with the daily 
personal contacts with Bureau rep- 
resentatives and their reactions to 
actual conditions. 


Decentralization 


As you are aware, under the de- 
centralization plan, the country has 
been divided into districts, and in 
each district there are representa- 
tives of the so-called Technical Staff 
who make a final determination of 
tax liability in any case where the 
taxpayer is unable to reach an agree- 
ment with the Revenue Agent in 
Charge. The audit procedure is the 
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same as heretofore and efforts are 
made to secure agreements before 
the matter is referred to the Techni- 
cal Staff. An appeal from the deci- 
sion of the local representatives of 
the Technical Staff may be taken to 
the Board of Tax Appeals but not to 
the Treasury Department in Wash- 
ington. If an appeal is taken to the 
Board, the Technical Staff will give 
further consideration to the case, but 
its decision must be concurred in by 
Staff Division Counsel. 

Since the procedure under decen- 
tralization is new, it is not possible 
as yet to form any definite conclu- 
sions as to how it has worked or how 
it will work. The problem will be 
largely one of personnel. If the Bu- 
reau is able to secure and retain com- 
petent personnel in each district, the 
plan should work. It will probably 
work better in some districts than in 
others, depending again upon the 
personnel. In the New York dis- 
trict, the local Bureau representa- 
tives appear to be willing to take 
more responsibility in settling cases 
than formerly, and it is often pos- 
sible to secure a local settlement at 
least as fair as could be secured in 
Washington under the former pro- 
cedure. 

There has been some fear that de- 
centralization may result in lack of 
uniformity. However, uniformity is 
not the vital consideration in tax ad- 
ministration. If two districts decide 
a question the same way they may 
both be wrong. If one district de- 
cides a question one way and another 
district decides it the opposite way, 
one of them must be right. 
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The important thing is to secure 
a fair settlement for each taxpayer. 
If one taxpayer is allowed a loss on 
a stock in 1933 and another taxpayer 
is allowed a loss in 1934 on the same 
kind of stock, there is not necessarily 
much harm done. 

I have been informed by an ac- 
countant that owing to the large 
number of taxpayers with subsidi- 
aries and branches in various dis- 
tricts, the Bureau may decide to 
organize a staff division in Washing- 
ton for such taxpayers. This would 
be in effect a re-centralization, if one 
may use the word in such a con- 
nection. 

Where a number of issues are in- 
volved in a case, the question has 
arisen whether only the disputed 
issues should go to the Technical 
Staff and an agreement made in re- 
spect of the issues not in dispute. 
Much time would thus be saved if 
this procedure were followed. 


The Taxpayer’s Responsibility 


Since truth must be our guide in 
our personal and professional rela- 
tions, it must be stated that the 
troubles of the taxpayer are not due 
entirely to the law or its administra- 
tion. In many cases, important trans- 
actions have been consummated 
without any consideration having 
been given by the taxpayer to the 
tax involved. The complexities of 
tax procedure necessitate constant 
study on the accountant’s part, hence 
it cannot be expected of the business 
man acting for himself or for others 
that he familiarize himself with the 
law, the rulings and the decisions of 
the Board and the various courts. In 
a consideration of contemplated 
transactions, the immediate tax ef- 
fect is only one factor; the effect in 
tax in the future may be of more 
importance. 

The accountants take pride justifi- 
ably in their varied responsibilities 
in aiding business to meet and solve 
its problems. Not the least of these 


problems is guidance in tax matters 
to the end that the taxpayer’s rights 
under the law will be fully protected. 


The Treasury’s failure in a num- 
ber of cases to recognize generally 
accepted accounting principles has 
contributed in no small part to the 
troubles of the taxpayer. The books 
of account are accepted merely as 
the basis or starting point for deter- 
mining taxable net income. The in- 
consistency of this view is demon- 
strated in the matter of bad debts 
which the law provides (unless books 
are not kept) must be supported by 
book entries if such bad debts are to 
be allowed as deductions. My pur- 
pose in making this reference is to 
emphasize the importance on the 
taxpayer’s part of maintaining full 
and complete records in the first 
place so that any tax benefits to 
which he is entitled will not be lost 
for lack of satisfactory supporting 
evidence. The accountant whose 
advice is sought will impress upon 
his client this important factor in 
minimizing taxes and tax troubles. 

The rapid changes in the law; the 
conflicting lower court decisions; 
the uncertainty pending decisions by 
the U. S. Supreme Court; the Bu- 
reau’s new rulings and revocations 
of old ones; all of these are impor- 
tant factors influencing the payment 
ot taxes. 


Some Administrative Procedures 


I should like to quote from the 
Annual Report of E. A. Rollins, 
Commissioner of Internal Revenue 
for the year ended June 30, 1866: 


Too much care cannot be exer- 
cised in the modifications and 
changes of revenue laws. They 
should be made only when re- 
quired by a proper regard for the 
public welfare . The smallest . 
change will for a time work in- 
equalities. Alterations even in the 
machinery of the law are always 
attended with embarrassments, 
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and new obligations should never 
be laid upon taxpayers unless posi- 
tively demanded for the necessary 
protection of themselves and the 
revenue from fraud... 

.... That ignorance is no de- 
fense for violation has become a 
maxim, yet it is believed it would 
be unjust, as it certainly would be 
impracticable, to administer the 
internal revenue laws, changed as 
they have been in some way at 
every session of Congress since 
their first enactment, without rec- 
ognizing a difference in the obliga- 
tions of the ignorant and of those 
educated in their requirements. It 
is for this reason that permanence 
in the letter as well as in the spirit 
of the statutes is desirable, so that 
fewer obstacles may interfere be- 
tween its infringement and its 
penalty. 

... Many of the suggestions I 
shall make, therefore, with refer- 
ence to changes in the existing 
law, will look mainly to relief from 
those provisions whose advantage 
to the revenue I do not believe 
commensurate with their incon- 
venience and annoyance to the 
public. 


The foregoing has a familiar note. 
It might have been written recently. 
We are aware that while perfection 
is not in sight, there is improvement 
over conditions as they have been. 
It is somewhat early to pass judg- 
ment on the procedure now in force. 
The government is faced with the 
task of obtaining revenue and in 
doing so care must be exercised. A 
poor tax law can stifle incentive in a 
democracy such as we are, but a fair 
administration of such law can to a 
very great extent mitigate the law’s 
harshness. 

Too little emphasis has been 
placed upon the administration of 
the tax law. Even a bad law is not 
so bad if well administered. It has 
been said that there is too much of 


the spirit of “get the tax” and too 
much disposition to resolve all 
doubts in favor of the government. 
The legal maxim, which is still sup- 
posed to be the law of the land, that 
in construing a statute any doubt 
should be decided in favor of the 
taxpayer, with a few minor excep- 
tions, should not be completely for- 
gotten. “. If a device to avoid 
taxes is carried out by means of legal 
forms, it is subject to no legal cen- 
sure.” (U.S.v. Isham) It may not, 
however, be successful (Gregory v. 
Helvering). 

When it was ruled that anyone 
preparing or assisting in preparing 
a return must file an affidavit, some 
thought that this was a preliminary 
to adopting a system similar to the 
British system under which the ac- 
countant acts directly with the Rev- 
enue Department. I am informed 
that the British system employs a 
relatively larger staff, but they are 
concerned chiefly with settling cases 
with the minimum of friction. It is 
my understanding that the British 
examiners have no power to go to 
the taxpayer’s books, except in case 
of suspicion of fraud. “Ordinarily, 
the inspector does not examine the 
taxpayer’s original books of entry, 
but relies upon statements prepared 
and certified by accountants who 
have audited the taxpayer’s books. 
The extent to which these state- 
ments are accepted depends largely 
upon the extent of the accountant’s 
audit and his standing before the 
department” (from “A Summary of 
The British Tax System;” by 
Magill, Parker and King). I am sure 
that if the proper conditions can be 
assured our profession is ready to 
consider a similar responsibility. 
As a means of increasing efficiency 
in the Bureau and reducing ex- 
penses, the plan leaves no room for 
objection. The numerous public 
tributes by federal and state officials 
to the contributions made to taxa- 
tion by accountants are proof of a 
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Federal Tax Procedural Questions, Decentralization, etc. 


confidence which could be utilized 
by our government in collecting the 
revenues. If the British system can 
function smoothly with over 700 dis- 
tricts acting from the initial collec- 
tion to the final settlement, our gov- 
ernment should enlist the aid of the 
accountants and achieve a similar 
result. 

As a pertinent commentary on 
some of the less desirable adminis- 
trative practices, I am informed that 
in the office of at least one Internal 
Revenue Agent in Charge, a black- 
board is displayed showing the 
amount of tax proposed by each ex- 
aminer and the amount agreed to be 
paid by the taxpayer. No one will 
decry the importance of a system 
which permits the Bureau to deter- 
mine ratings of the examiners. How- 
ever, those examiners who faithfully 
review involved returns and find no 
tax might be excused if they become 
somewhat discouraged under such a 
plan. What happens if an examiner 
finds an overassessment is a good 
thought for the day. As a matter of 
fact, the system might be directly 
responsible for the statement oc- 
casionally heard, that “we must get 
some tax.” It is obvious that an 
accountant who can detect errors is 
more valuable than one who lacks 
ability to do so. However, I leave it 
to you to envision a state of affairs in 
an accountant’s office under which 
the ratings depended entirely upon 
the number of errors found. 

It is not known whether more set- 
tlements have been effected since the 
decentralization plan went into effect 
than would otherwise have been the 
case. It will require some time to 
note whether the plan has become 
successful in reducing expenses of the 
Bureau and increasing the efficiency 
of the personnel. Any plan which 
decreased in only a small degree the 
expenses of a few taxpayers as a re- 
sult of having their cases settled 
locally would not be satisfactory if 


the expenses of the Bureau were to 
increase. 

I shall now refer more specifically 
to some of the procedures. 


Settlements Made with Technical 
Staff Are Final 


Under present procedure, if a set- 
tlement is made with the revenue 
agent’s office, it is subject to approval 
in Washington, but if a settlement 
is made with the Technical Staff, it is 
final. It is manifestly unfair to have 
the revenue agent’s settlements sub- 
ject to approval in Washington when 
the taxpayer has no chance to be 
heard there. If the review in Wash- 
ington is merely for the purpose of 
securing uniformity in procedure and 
if to all intents and purposes the 
settlements in the field are final (in 
the absence of fraud, etc.) there can 
be no serious criticism. If, however, 
the review in Washington is likely to 
affect the tax, a hearing should be 
granted. 


Accounting Methods, 
Bad Debts, etc. 


Many cases are protracted because 
the examining agent is bound by cer- 
tain accounting theories which do not 
square with good accounting practice. 
I refer to matters where the examin- 
ing officer has discretion. In the case 
of bad debts written off, for example, 
the taxpayer may have used his best 
judgment but the examiner promptly 
tries to throw the bad debts into an 
earlier or later year. This is a mat- 
ter of judgment and not mathemat- 
ical demonstration. The fact that a 
taxpayer who adopts the reserve bas- 
is can usually avoid such difficulties 
is no justification for such a situation. 

There are numerous other items, 
both income and expense, which are 
a source of needless conferences 
merely because good accounting 
practices have not been recognized 
in many of the rulings. As another 
example, consider the question of the 
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deduction of state taxes. Consider- 
able difficulty is created by an un- 
realistic approach to this subject. In 
the case of a refund of state taxes, 
the statute of limitations might pre- 
vent an assessment of federal income 
taxes for an earlier year to which the 
state tax refund applies, and the re- 
fund, therefore, would be held in- 
come for the year in which received. 
In another case, additional state tax 
may be assessed in a year under re- 
view (for an outlawed year) and the 
deduction will not be allowed in any 
year. The taxpayer’s best defense is 
eternal tax vigilance. He must pro- 
tect himself by ¢laiming all the de- 
ductions to which he may fairly be 
entitled in his original return. It is 
much easier to contest a proposed 
additional tax than it is to secure a 
refund of taxes overpaid, and a tax- 
payer who tries to lean backward 
may fall over. 


Deductions for Worthless 
Securities 


I now come to the baffling pro- 
cedure of the Bureau with respect to 
worthless securities. This has devel- 
oped into a Chinese puzzle. The tax- 
payer, far from being commiserated 
with for having had a loss, is sup- 
posed to have been psychic and to 
have known facts that were devel- 
oped only in a later year. It would 
require a volume to describe all of the 
situations which have arisen, but 
there is an uncanny thread of con- 
sistency in the Treasury’s rulings 
which indicates that the taxpayer al- 
most always deducts the loss in the 
wrong year! 

Section 820 of the Revenue Act of 
1938 was enacted to remedy some of 
these evils. It is generally felt, how- 
ever, that the section gives the gov- 
ernment much more protection than 
it gives the taxpayer. The American 
Bar Association has said that the 
section will give rise to evils greater 
than those it seeks to cure and has 
gone so far as to urge its complete 


repeal in preference to retention in 
its present form. Take a typical case; 
a taxpayer claims that a certain se- 
curity became worthless in 1933 and 
deducts the loss. The Treasury dis- 
allows the loss on the ground that the 
security became worthless in 1936, 
so the taxpayer deducts the loss in 
1936. Another Treasury representa- 
tive disallows the loss in 1936 on the 
ground that after all the worthless- 
ness did occur in 1933. If the statute 
of limitations has run for the year 
1933, it is generally believed that 
Section 820 offers the taxpayer no re- 
dress. The examining agents will 
continue to look for the “identifiable 
event” and since this is so difficult to 
establish, there will always be dis- 
agreements. In the case of bank 
shares, the problem has been especi- 
ally difficult. In the California Law 
Review of January, 1939, Arthur H. 
Kent stated that he believed the sit- 
uation could be mitigated if the Bur- 
eau would as soon as the data become 
availabie, publish rulings determin- 
ing the year in which securities be- 
came worthless. 


Disallowed Expenses 


It has become a practice to dis- 
allow a portion of certain expenses, 
such as investment counsel fees, safe 
deposit rentals, custodian’s fees, ete. 
(unless the activities of the taxpayer 
constitute a trade or business), where 
part of the income is tax-exempt in- 
terest. This practice has developed 
into a means of collecting a tax where 
otherwise none can be found. It is a 
practice which the Bureau should 
discountenance in view of the irrita- 
tion being caused. 

The disallowance of a part of the 
business expenses by allocation be- 
tween taxable income and _ tax-ex- 
empt interest is contrary to the ex- 
press provisions of the Revenue Act 
which provides: 

In computing net income no de- 
duction shall be allowed in respect 
oiI— 
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(5) Any amount otherwise allow- 
able as a deduction which is al- 
locable to one or more classes of 
income other than interest . . . wholly 
exempt from the taxes imposed by 
this title... 


Article 24-4 of Regulations 94 also 
defines ‘‘class of income” as contem- 
plated in Section 24, as meaning any 
class of income other than interest. 


Claims for Refund 

Nowadays, a claim for refund is 
filed with misgivings. The agent, 
upon being assigned to review the 
claim, does not confine himself to the 
merits of the claim, but makes a de- 
termined effort to discover so-called 
offsets. In any case in which the 
claim arises from an item disallowed 
in and tax collected for another year, 
elementary principles of justice would 
require that the claim be allowed 
without audit. 

It is manifestly unfair to make 
what amounts to a reaudit in order 
to find some way of denying the de- 
duction of an item, the disallowance 
of which caused an additonal tax to 
be paid in another year. 


Depreciation 


With the promulgation of T. D. 
4422, the entire question of depre- 
ciation was reviewed. 

Some of the criticism of current 
procedures is justified, but it is also 
true that depreciation allowances 
were in many cases too high. It does 
not seem fair for the Treasury to re- 
duce the depreciation rates retroac- 
tively for several years back so that 
a taxpayer is faced with substantial 
additional taxes plus interest, which 
he never knew he owed. When a 
taxpayer has acted in good faith, it 
would be fairer to increase the taxes 
prospectively only. When rates are 
reduced retroactively, they should 
also be reduced for years in which the 
taxpayer sustained losses, even 
though the statute of limitations has 


run against those years. In view of 
the fact that competition in business 
is becoming more and more severe 
and continual improvement in manu- 
facturing processes is becoming more 
and more necessary to meet such 
competition, the Treasury might give 
more consideraton to the factor of 
obsolescence even though it cannot 
be demonstrated statistically from 
past experience. 

It is believed that this can be ar- 
ranged without recourse to the law, 
hence it is mentioned here as con- 
cerning the administration. 


Excessive Interest 


In some cases, the taxpayer files a 
return based in part on estimated 
income. An example of this is where 
foreign income data is not available 
when the return is filed. Prior to the 
examination of the return, the data 
becomes available and the correct tax 
may be substantially less. A claim in 
abatement may not be filed and the 
tax shown on the original return 
must be paid before a refund claim 
will be entertained. The regulatioris 
should permit the filing of an 
amended return and the tax indicated 
thereon should be the basis for the 
Collector’s records. 


Agent Should Adjust Prior Open 
Years Affected by Current Audit 


If a return for one year is being 
examined and an adjustment is made 
by the agent which results in a high- 
er tax for that year and a refund for 
an earlier year not barred by the 
statute, the agent should dispose of 
the whole matter in one agreement. 


Recoveries Exempt from Tax 

Recent rulings are to the effect 
that certain recoveries, such as bad 
debts, are not to be reported as gross 
income if the deductions when made 
did not effect a reduction in tax. If 
a statutory net loss would have been 
indicated prior to the original deduc- 
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tion, the recovery will be entirely 
free of tax. If prior to the deduction 
there was statutory net income less 
than the deduction, the recovery will 
be free of tax to the extent of the 
resulting net loss. This is a sound 
position. 

The ruling has been applied to 
other items such as state taxes. The 
principle, no doubt, should be recog- 
nized in the case of accrued bond in- 
terest deducted by the obligor, but 
which subsequently the obligor is 
unable to pay. It is a step in the 
right direction. In a very recent court 
decision (Pittsburgh Brewing Co. v. 
Commissioner ; C.C.A. 3) the principle 
was held to be applicable to depreciation. 


Claims for Floor-Stocks Taxes, etc. 


These cannot be fully discussed in 

a talk of this length. In the absence 
of authoritative court decisions, no- 
body knows what constitutes a shift 
of the tax burden. The Treasury 
practically always claims that a shift 
occurred. 
. Due to the impossible conditions 
imposed upon the claimant by the 
Bureau, to prove the tax was borne 
by the claimant, there has been a 
great deal of adverse criticism of the 
administration with respect to claims 
for floor-stocks taxes, processing 
taxes, etc., levied under the Agri- 
cultural Adjustment Act, which was 
declared unconstitutional by the 
Supreme Court on January 6, 1936. 
The Bureau has not viewed the sit- 
uation in a practical manner; it has 
requested proof which can be ob- 
tained only at tremendous expense 
in some cases and cannot be obtained 
at all in some cases. 

The United States Supreme Court 
is obviously not in sympathy with 
the impossible conditions which have 
been imposed upon claimants. In 
Anniston Manufacturing Co. v. Davis 


(301 U.S. 337) the court said: 


Despite the broad language of 
Section 902, we do not think that it 
should be construed as intended 
to deny a refund in any case where 
a claimant is constitutionally en- 
titled to it. We apply the familiar 
canon which makes it our duty, of 
two possible constructions, to adopt 
the one which will save and not 
destroy. We cannot attribute to 
Congress an intent to defy the 
Fifth Amendment or “even to 
come so near to doing so as to raise 
a serious question of constitutional 
law...” 


The law itself is confusing enough 
for while both Titles III & VII re- 
quire use of actual cost, Title III re- 
quires an actual selling price, and 
Title VII (Sec. 907) requires a 
theoretical selling price. The base 
periods are not the same for the wind- 
fall tax as for the processing taxes. 
Payments of such claims are condi- 
tioned upon the claimants proving to 
the satisfaction of the Commissoner 
that the tax was borne by the claim- 
ants. When it is considered that the 
forniulae in Titles III and VII of the 
1936 Act are impractical of applica- 
tion to concrete cases, the Bureau’s 
interpretations have merely added to 
the confusion. 

It seems to me there is a vital de- 
fect in the Treasury’s procedure in 
those cases in which the tax was not 
passed on as a separate item. 

If increases in sales prices were in 
part for higher costs of raw mate- 
rials (including cotton*) due to a 
steadily rising market, and in part to 
increases in labor costs incident to 
the National Industrial Recovery 
Act, the Bureau has taken the posi- 
tion that the selling prices were in- 
creased primarily to recover the tax. 
The claimant may show that the in- 
creases in sale prices did not even 
compensate for the increases in mate- 
rial and labor costs, irrespective of 


* Or any other material subject to the tax. 
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the tax, but the taxpayer is informed 
that the increases in sale prices must 
first be applied to the tax and the re- 
mainder to increased costs. In an ex- 
treme case a portion of the claim 
may be allowed by allocating the tax 
in the ratio that the increases in sale 
prices bear to increased costs includ- 
ing the tax. Such prorations are 
bound to be extremely unfair to the 
claimants in most cases. 

The Bureau has contended where 
the manufacturer raised sale prices 
in July, June, or even May, 1933, that 
the manufacturer expected the tax to 
be levied and, therefore, recouped 
himself for the tax. This is indeed 
getting into the realm of meta- 
physics. The Bureau has also held 
that where the increases in sale 
prices applied only to certain speci- 
fied products, the increases should be 
applied against the products whose 
prices were not raised. 


Conclusion 


To the extent that the Bureau 
adopts a reasoning and fair attitude 
towards taxpayers, it is my opinion 
that a definite improvement in ad- 
ministration effectiveness will be- 
come evident. ‘Taxpayers have a 
lingering belief that the administra- 
tion of the tax laws should be in and 
for the interest in the taxpayers. 
The basic principle of our govern- 
ment is that it shall be “of the peo- 
ple, by the people, and for the peo- 
ple’, but unfortunately there has 


been noted a tendency to operate the 
administrative machinery somewhat 
autocratically ; such a course cannot 
enlist the voluntary cooperation 
which is essential to the success of 
any organization. 

No apologies are due from any tax- 
payer who takes a sincere interest in 
matters relating to taxes and this has 
special application to the members 
of this Society who in their dual 
capacity as taxpayers and representa- 
tives of taxpayers have a right as 
well as a duty to see that the revenue 
laws are properly administered. 
There must be a robust interest in all 
matters pertaining to the collection 
and spending of public money, other- 
wise, it might easily come about in 
course of time that any information 
respecting such matters will be 
vouchsafed by the taxing authorities 
as a courtesy only and not as a right. 
If some of the taxing bodies seem to 
forget at times that we have in this 
country a government of delegated 
powers, it is merely symptomatic of 
a condition which appears to have 
arisen only within the past few years. 
The tax gatherer’s reputation for in- 
considerate treatment of the persons 
taxed was well known even in an- 
‘cient Rome and the tax gatherer’s 
methods are stated to have been re- 
sponsible for one of the greatest re- 
bellions in England. The law of 
‘diminishing returns”, in a double 
sense, will certainly begin to operate 
just as soon as we lose interest in the 
finances of our government. 
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Significant Federal Tax Decisions, Rulings, 
etc. of the Past Year 


By Nicuoras SALVATORE, C. P. A. 


HE absence of a fixed policy of 

federal taxation and the increas- 
ing need of revenue have driven the 
Treasury to seek new fronts on 
which additional taxes can be as- 
sessed. Heavily burdened taxpayers 
reluctant to add further to their load 
have repeatedly challenged the De- 
partment. 

The United States Supreme Court 
has said that “Tax statutes and tax 
regulations never have been static. 
Experience, changing needs, chang- 
‘ng philosophies inevitably produce 
constant changes in each.” The fore- 
going, coupled with the fertile mind 
of tax enforcement officers and of 
tax practitioners in interpreting to 
their greatest advantage the tax con- 
sequences of financial transactions, 
accounts for the number of tax cases 
regularly brought before the courts 
for adjudication. 

Due to the volume of decisions 
rendered, it is impractical to con- 
sider even all the key decisions in 
the time allotted. Consequently, the 
decisions and rulings selected for re- 
view are those most likely to be of 
interest. These decisions and rulings 
have been classified into three groups, 
(1) income taxes; (2) gift and estate 
taxes, and (3) capital stock taxes. 


Income Taxes 
Income: 

Government officers and employees 
as well as businessmen have tax 
problems. Last year the tax status 
of compensation of government offi- 
cers and employees was uncertain. 
This was based, in part, on the de- 
cision of the United States Supreme 





Certified Public Accountants. 


Court in the Gerhardt case (Helver- 
ing v. Gerhardt et al., 304 U. S. 405) 
that the salaries of employees of the 
Port of New York Authority were 
subject to the federal income tax. 
It had previously been assumed that 
these were exempt from taxation. 
On March 27, 1939, the Supreme 
Court in the O’Keefe case put a 
judicial end to this uncertainty in 
holding that not only was the salary 
of an employee of the Home Owner’s 
Loan Corporation subject to the New 
York State Income Tax but that 
the compensation of Federal and 
State employees was not constitu- 
tionally immune from state or fed- 
eral income taxation (Graves et al. 
v. New York ex rel. O’Keefe, 59 Sup. 
Ct. 595). On April 12, 1939, the 
President approved the “Public Sal- 
ary Tax Act” of 1939 which pro- 
vides, in substance, that the wages, 
salaries and compensation of all 
officers and employees of the respec- 
tive states, their political subdivi- 
sions, agencies and their instrumen- 
talities, are subject, without excep- 
tion, to federal income taxes for the 
taxable years beginning after De- 
cember 31, 1938. Conversely, by 
virtue of this act, the federal gov- 
ernment consents to the imposition 
of state income taxes on the com- 
pensation of its officers and em- 
ployees, received after December 31, 
1938, provided there is no discrimina- 
tion against such officers or employ- 
ees because of the source of such 
compensation. 

Let us consider the compensation 
of employees of private enterprise 
with respect to so-called “bargain 


Presented at the November, 1939 meetings on Taxation of The New York State Society of 
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purchases” of stock under option or 
stock participation agreements granted 
by employer corporations. The regu- 
lations promulgated under the Rev- 
enue Acts prior to 1938 provided in 
substance that if property is trans- 
ferred ... by an employer to an em- 
ployee, for an amount substantially 
less than its fair market value 
such employee shall include in gross 
income the difference between the 
amount paid and its fair market 
value. During the past year, in the 
Evans and Adams cases, the Board 
placed a limitation on this broad 
rule and held that an employee did 
not realize any income under a “bar- 
gain purchase” and that income is 
realized by the employee only where 
the transfer is made pursuant to a 
contract of employment (Gordon M. 
Evans, 38 B.T.A. 1406; Charles E. 
Adams, 39 B.T.A. 387). In the 
opinion of the Board, the transfer 
is made pursuant to a contract of em- 
ployment “if the agreement . . 
shows that the amount of money 
which is to be paid by the employee 
in connection with the stock ... is 
fixed or controlled by services rend- 
ered ... and the employee agrees to 
receive payment in the form of 
stock.” 

It should be pointed out, however, 
that, in the regulations under the 
1938 Act, the broad rule of the prior 
regulations is restricted. The regu- 
lations now provide that the differ- 
ence between the fair market value 
and the price paid for property is 
includable in gross income only to 
the extent that such difference is in 
the nature of compensation for serv- 
ices rendered or to be rendered (Ar- 
ticle 22(a) (1) of Regulations 101). 

On the subject of compensation, 
the Bureau recently received an in- 
quiry relative to the treatment for 
tax purposes of payments made by 
a corporation to the widow of a 
salaried officer and minority stock- 
holder, where the corporation was 
not contractually required to make 


the payments. The Bureau gener- 
ously ruled that under Article 23- 
(a)-9 of Regulations 94 and 101 the 
corporation could deduct the pay- 
ments made as a business expense 
and that such payments constituted 
gifts to the widow (I. T. 3329). 

Turning to the question of inter- 
est, we find that in the Seaside Im- 
provement Co. case the Circuit 
Court of Appeals, Second Circuit, 
held that a large portion of a con- 
demnation award denominated “in- 
terest” was not in fact normal in- 
terest, but was an integrai part of 
the award for the property taken 
and, hence, taxable, not as interest 
income but as a capital gain (Sea- 
side Improvement Co., et al. v. Com- 
missioner, 105 F. (2d) 990). The 
Court said that an owner is entitled 
not only to the value of the land 
condemned at the time of the taking 
but also to such additional sums as 
will indemnify such owner for de- 
lay in payment of the award. 

Moving to the subject of capital 
gains and losses, let us review the 
rulings of the Department as to what 
constitutes a closed transaction in 
case of a sale of stock on a stock ex- 
change. In 1934, the Department 
had ruled (G.C.M. 12570) that a sale 
of stock on a stock exchange con- 
stituted a closed transaction on the 
date the stock was delivered to the 
purchaser and the transaction clear- 
ed on the brokers’ records. This 
ruling was consistently followed by 
the Commissioner, but there were a 
number of adverse holdings by the 
Board and the Courts (Ruml v. Com- 
missioner, 83 F (2d) 257; Ferree v. 
Commissioner, 84 F. (2d) 124; and 
Mott v. Commissioner, 103 F (2d) 
1009). In view of this, the Commis- 
sioner revoked his 1934 ruling and 
now considers sales of stock as closed 
transactions on date of sale, rather 
than on date of delivery (G.C.M. 
21503 and I.T. 3323). 

A significant case under capital 
gains and losses is that of Stewart v. 
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U. S. (A. O. Stewart v. U. S., 
C.C.A.-9, 8/30/39) involving the tax 
status of capital gains on securities 
issued under section 26 of the Fed- 
eral Farm Loan Act of 1916, as 
amended. This section provides 
that the income derived from such 
securities is exempt from all taxa- 
tion. The Circuit Court of Appeals, 
Ninth Circuit, ruled that income 
from such securities was exempt 
from taxation both as to interest and 
capital gains, being of the opinion 
that the tax law was broad enough 
to include the tax on capital gains 
were it not for the restriction im- 
posed by Congress in Section 26 of 
the Farm Loan Act. By Section 
817 of the 1938 Act, now Section 
3799 I. R.C., Congress modified the 
restriction to the extent that all in- 
come, except interest on securities or 
obligations of joint stock land banks 
issued after the effective date of the 
1938 Act (May 28, 1938), was hence- 
forth includable in gross income. 
The Stewart decision has prompted 
the thought that there may be iden- 
tical restrictions in the issuing acts 
of other quasi-federal securities 
which would render the capital gains 
therefrom exempt from normal tax 
and/or surtax. 

The tax position of gains or losses 
sustained by a corporation through 
the purchase or sale of its own stock 
has been controversial. Prior to 
1934, the regulations provided that 
no gain or loss was realized on such 
purchases or sales. On May 2, 1934, 
by T.D. 4430, the regulations were 
changed to provide, in effect that, 
whether or not the purchase or sale 
by a corporation of its own stock 
gives rise to a taxable gain or loss, 
is dependent on the real nature of 
the transaction. But if a corporation 
deals in its own shares as it might 
in those of another, the resulting 
gain or loss is to be treated in the 
same manner as if it were dealing 
in the shares of another (Article 
22(a)-16 of Regulations 86, 94 and 


101). At the beginning of this year 
there was a conflict in the decisions 
of the Circuit Courts of Appeals in 
three cases involving the sale of a 
corporation’s own stock where the 
transaction occurred prior to the 
change in the regulations. In the 
Squibb and Reynolds Tobacco Com- 
pany cases (E. R. Squibb & Sons vy. 
Helvering 98 F. (2d) 69; R. J. Rey- 
nolds Tobacco Co. v. Commissioner, 
97 F. (2d) 302) the Circuit Courts 
of Appeals, Second and Fourth Cir- 
cuits, held that gains realized on the 
transactions were not taxable. The 
Circuit Court of Appeals, Third Cir- 
cuit, in the case of First Chrold Cor- 
poration, (First Chrold Corporation 
v. Commissioner, 97 F (2d) 22) held 
that such gains were taxable. Be- 
cause of this conflict, the Supreme 
Court reviewed the situation and on 
January 30, 1939, held that the gains 
were not subject to tax in conformity 
with the regulations then existing, 
the change made by the Commis- 
sioner in May 1934 having no retro- 
active effect. However, since the 
Supreme Court did not pass on the 
validity of the 1934 change in the 
regulations, (which change has also 
been promulgated in subsequent regu- 
lations), the tax status of gains 
realized by a corporation on the sale 
of its own stock since May 1, 1934 is 
unsettled. 

A possible answer to this problem 
may, however, be deduced from the 
decision of the United States 
Supreme Court in the case of Wil- 
shire Oil Company, Inc. which on 
November 6, 1939 upheld a change 
in the regulations relating to per- 
centage depletion that applied pros- 
pectively only and did not purport to 
reach back to earlier years when the 
taxpayer relied on a different rule 
or practice. On April 12, 1939 the 
Board held in the National Home 
Owners Service Corporation case 
(39 B.T.A. 753) that T.D. 4430, 
which was dated one day prior to 
the final approval by both houses 
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of Congress of the 1934 Act, was in- 
applicable and petitioner realized no 
gain from sales of its own stock in 
1934 and 1935. 

Substance rather than 
vailed in the Griffiths case (Com- 
missioner v. Griffiths 103 F. (2d) 
110) where an attempt was made to 
minimize taxes by means of a con- 
trolled corporation. Here the tax- 
payer organized a corporation and 
sold to it certain securities on the 
instalment basis; the corporation 
then sold the securities at a profit to 
a third party. The facts showed that 
the corporation was controlled by 
the taxpayer and was formed by him 
for the express purpose of effecting 
a reduction and postponement of 
the payment of income taxes on the 
resulting profit. The Circuit Court 
of Appeals, Seventh Circuit, held 
that the method used, including the 
corporate organization, was a mere 
“mask” to cover the real transaction 
and that the Commissioner was cor- 
rect in treating the sale to the third 
party as the taxpayer’s own trans- 
action. Petition for certiorari was 
granted in this case last month. 

In the Bodine case (Bodine v. 
Commissioner, 103 F. (2d) 982), the 
Circuit Court of Appeals, Third Cir- 
cuit, held that gain realized by a 
taxpayer on the surrender of a com- 
bined life and annuity insurance 
policy was ordinary income and not 
capital gain. Previously the Board 
had also held that gain on the sur- 
render of an insurance policy was 
ordinary income. The Supreme 
Court recently refused to review the 
Bodine case. 

As to the taxability to lessors of 
improvements made by lessees, the 
Regulations provide that the value 
thereof is taxable to the lessor (Ar- 
ticle 22(a) (13) of Regulations 101 
and the corresponding article of 
prior regulations). However, in 
the Hewitt Realty Co. case the Cir- 
cuit Court of Appeals, Second Cir- 
cuit, held in 1935 that while a lessor 
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might realize income from improve- 
ments which are separately dispos- 
able, irremovable improvements can 
result in income only when disposed 
of (Hewitt Realty Co. v. Commis- 
sioner, 76 F. (2d) 880). This decision 
was followed in a_ number of 
cases (Hilgenberg v. U. S., 21 F. 
Supp. 453; Staples et al. v. U. S., 21 
F. Supp. 737; and English v. Bit- 
good, 21 F. Supp. 641). However, 
the Court of Claims in the Blatt case 
(M. E. Blatt Co. v. U. S. 23 F. Supp. 
461) upheld the regulations in rul- 
ing that an aliquot part of the de- 
preciated value of improvements 
made by a lessee, in accordance with 
the terms of a non-renewal lease, 
was taxable income to the lessor in 
the years when the improvements 
had been completed. 

On appeal, the Supreme Court (M. 
Ie. Blatt Co. v. U. S. 59 Sup. Ct. 186) 
observed that it was not called upon 
to decide whether under any lease or 
in any circumstances income is real- 
ized by the lessor by reason of the 
improvements made by a lessee. Ad- 
dressing itself to the question pre- 
sented it reversed the Court of 
Claims, holding that the lower 
Court’s findings of estimated depre- 
ciated value of improvements at 
termination of lease, as computed by 
the Commissioner, failed to disclose 
any basis of value on which to lay 
income tax or time of realization of 
taxable gain, if any, where the find- 
ings did not show whether the figures 
made by the Commissioner were 
intended to represent value of im- 
provements, if removed, or the 
amount attributable to them as part 
of the property. Since the decision 
in the Blatt case is based on the 
facts therein, the tax status of im- 
provements made by a lessee is un- 
certain. 

Let us now consider the taxability 
of a debt reduction in the refinancing 
of a mortgage. In the matter of 
Hextell (Hextell et al. v. Huston— 
D.C., S.D., Iowa, 6/7/39) the mort- 


7 











The New York Certified Public Accountant 


gagee agreed to accept $6,500.00 
from the taxpayer in satisfaction of 
a $10,000. mortgage. The mortgagor 
raised $4,000.00 on a new mortgage 
on the property and with $2,500.00 
of his own funds paid the $6,500.00 
to the mortgagee. The facts showed 
that the value of the property secur- 
ing the mortgage had depreciated 
and at the time of settlement did not 
exceed $6,500. The Court said that 
although, generally, a taxpayer real- 
izes income by the payment or pur- 
chase of his obligations at less than 
their face amount, the whole trans- 
action may be considered as_ to 
whether or not there is a taxable 
gain, and on that basis held that in 
the instant case gain from the debt 
discharge was offset by a loss of 
capital investment. 

In a case involving a repurchase of 
corporate obligations at a discount 
(Fifth Avenue-Fourteenth Street 
Corporation—B. T. A. memo—12/ 
30/38), the Board held that no tax- 
able gain resulted where a corpora- 
tion repurchased its own outstanding 
mortgage certificates at a discount, 
since the corporation was insolvent 
both before and after the transac- 
tion. Here the corporation had a 
book surplus but was insolvent on 
the basis of market values. In a 
similar situation the Board in the 
Lakeland Grocery Co. case (36 
B.T.A. 289) previously had held 
that where a corporation was insol- 
vent before the repurchase but 
emerged solvent thereafter, it real- 
ized taxable gain to the extent of the 
assets freed. To assist corporations 
in financial difficulties, Congress 
enacted Section 215 of the Revenue 
Act of 1939. Under this section, a 
corporation in an unsound financial 
condition may now discharge at a 
gain, corporate evidences of indebt- 
edness in existence on June 1, 1939, 
without incurring taxable income. 
However, it is felt in some quarters 
that the relief provided by Section 
215 is offset to a large extent by the 


requirement that the discount which 
is excluded from taxable income be 
applied in reduction of the basis of 
property held. 

During 1937, the Commissioner 
ruled (G.C.M. 18525 C.B. 1937-1, p. 
80) that recoveries of debts charged 
off by banks and other corporations 
upon the direction of Federal or 
State supervisory officers do not 
constitute taxable income unless the 
charge off accomplishes a reduction 
in tax liability. During the year the 
Department applied this principle to 
all taxpayers (G.C.M. 20854 C.B., 
1939-9, 9731). The Commissioner 
later extended the foregoing prin- 
ciple (I.T. 3278 C.B., 1939-20-9831) 
and held that a credit or refund on 
account of the 3% payroll contribu- 
tion of an employer to the New 
York unemployment insurance fund 
should be treated as income in the 
return for the taxable year in which 
the credit is applied or the refund 
made, only if the prior deduction of 
the amount later refunded or credited 
had the effect of offsetting taxable 
income. The application of this 
principle to other types of recoveries 
may make recoveries of losses on 
worthless securities, tax refunds, 
etc., non-taxable if the prior write- 
off did not accomplish a reduction in 
tax. 

The income from trusts has also 
come in for its share of judicial con- 
sideration. There is a conflict be- 
tween the Board and the Courts as 
to whether the income of a trust 
created for the benefit of a divorced 
wife in lieu of alimony is, without 
exception, taxable to the grantor. 
The Commissioner, relying on the 
ruling of the Supreme Court in the 
case of Douglas v. Willcutts (296 
U.S. 1), has contended that all such 
income is taxable to the grantor, 
and he has been sustained by the 
Board. In the Fitch case (Fitch v. 
Commissioner, 103 F. (2d) 702) the 
Circuit Court of Appeals, Eighth 
Circuit, reversed the Board and held 
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that, since the divorce was granted 
in lowa, and under the laws of that 
State the trust created for the wife 
in lieu of alimony was in full dis- 
charge of the husband’s duty to sup- 
port the wife, she was a true income 
beneficiary and the trust income was 
accordingly not taxable to the hus- 
band. The Circuit Court of Ap- 
peals, Second Circuit, held to the 
same effect in the Leonard and 
Fuller cases, (Leonard v. Helvering, 
105 F (2d) 900; Fuller v. Helvering, 
105 F. (2d) 903). Each Circuit Court 
of Appeals, in distinguishing these 
three cases from the case of Douglas 
v. Willcutts, said that the opinion in 
the latter case was based on Minne- 
sota Law which continued the hus- 
band’s duty to support, and this, in 
effect, made the trust only a security 
for whatever the divorce court might 
from time to time allow. The Cir- 
cuit Courts of Appeals were satisfied 
that the Supreme Court did not 
mean to extend the decision of 
Douglas v. Willcutts to situations 
where the husband’s duty is at an 
end, and to assess him upon income 
over which he has no control and in 
which he has no interest. 

The taxability of trust income for 
that part of a taxable year before a 
beneficiary attains his majority also 
discloses a conflict between Board 
and Court decisions. In the Roebling 
case (Robert C. Roebling v. Com- 
missioner, 78 F. (2d) 444) the Cir- 
cuit Court of Appeals, Third Cir- 
cuit, held that such income was tax- 
able to the fiduciary and not to the 
beneficiary. The Board in the 
Spreckels case (Adolph B. Spreckels, 
37 B.T.A. 709) refused to follow that 
decision and under similar circum- 
stances held that such income was 
taxable to the beneficiary. On ap- 
peal, the Circuit Court of Appeals 
applied the principle laid down in the 
Roebling decision and reversed the 
Board (Adolph Spreckels v. Com- 
missioner, 101 F. (2d) 721). 


Deductions: 

A question which has perplexed 
many taxpayers, is whether the fif- 
teen per cent limitation on deductions 
for contributions is to be computed 
on ordinary net income before capi- 
tal gains or losses or on ordinary net 
income after capital gains or losses. 
In Helvering v. Bliss (293 U. S. 144), 
the Supreme Court held that, under 
the 1932 and prior Acts, the “net in- 
come” against which the 15% con- 
tribution limitation was to be applied 
was ordinary net income plus the 
capital net gain. In 1938, the U. S. 
Court of Claims in the Pleasants case 
(Pleasants v. U. S., 22 F. Supp. 964), 
decided that a taxpayer could de- 
duct contributions for 1932 on the 
basis of ordinary net income exclu- 
sive of any capital net loss. The 
Supreme Court reviewed the Pleas- 
ants case and in January (59 Sup. 
Ct. 281) upheld the Court of Claims. 
In view of the Pleasants case and 
the similarity of the 1932 and 1938 
Acts with respect to the taxation of 
capital assets, the Commissioner 
ruled (I. T. 3271) that where a tax- 
payer sustained a net long-term capi- 
tal loss, the 15% limitation on 
charitable contributions under the 
1938 Act is to be based on ordinary 
net income exclusive of a net long- 
term loss, where the alternative tax 
provided for in Section 117(c) is 
applied. Net long-term gains are, of 
course, to be added to ordinary net 
income in computing the 15% con- 
tribution limitation, whether or not 
the alternative tax applies. 

At the end of last year a conflict 
existed in regard to the amount of 
casualty loss deductible where the 
damage was to non-business prop- 
erty. The Circuit Court of Appeals, 
Second Circuit, in the Owens case 
(Helvering v. Owens, 95 F. (2d) 
318) was of the opinion that a casual- 
ty loss should be measured by the 
difference between the original cost 
of the property and the fair market 
value after the casualty; while the 
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Circuit Court of Appeals, Fourth 
Circuit, in the Obici case held that 
a loss on non-business property 
destroyed by a storm, etc., is limited 
to the value of the property at the 
time of destruction (Helvering v. 
Obici, 97 F. (2d) 431). Both cases 
were appealed to the Supreme Court 
and in January the Court (Helvering 
v. Owens and Obici et al. v. Helver- 
ing, 59 Sup. Ct. 260) held that the 
loss is limited to cost or depreciated 
value at time of the casualty, which- 
ever is less. The Commissioner in 
June ruled (G.C.M. 21013, 1939-23- 
9862) that the loss sustained by hur- 
ricane damage is the difference be- 
tween the value of the residential 
estate immediately preceding the 
casualty and the value of the estate 
after the casualty, but not in ex- 
cess of the adjusted basis of the 
property. 

Turning to the taxable year in 
which a taxpayer on a cash basis 
can deduct as “interest paid” the 
satisfaction of his interest obliga- 
tions through means other than the 
payment of money, we find that the 
Courts and the Board have held that 
in such cases the giving of a note to 
a creditor for interest due him does 
not warrant a deduction in the year 
the note is given (Hart v.°Commis- 
sioner, 54 F. (2d) 848; etc.). The 
Circuit Court of Appeals and the 
Board also hold that interest is not 
allowable in the year in which it is 
added to the debtor’s existing debt 
(U. S. v. Collier, 104 F. (2d) 420), 
or is added in the principal of a life 
insurance loan when it becomes due 
and is not paid (Nina Prime, Execs., 
39 B.T.A. 487). 

However, in the case of Price v. 
Commissioner (C.C.A. 4, 8/28/39) 
the Circuit Court of Appeals, Fourth 
Circuit, sustained a taxpayer on a 
cash basis who claimed that his loss, 
under a guaranty agreement, was 
sustained and deductible in the year 
when he satisfied his liability as a 
guarantor by giving his personal 


note secured by collateral. The 
Court held that the giving of the note 
did not postpone the taxpayer’s loss 
as guarantor and that the loss oc- 
curred in the year when the note 
was given because he parted with 
money’s worth. 

Where property is acquired 
through foreclosure, the resulting 
loss to the mortgagor and mortgagee 
is deductible in full. But if, in order 
to avoid the expense of litigation, a 
voluntary agreement is made be- 
tween the mortgagor and mortgagee 
whereby the mortgagee acquires the 
property in cancellation of an in- 
debtedness there is a controversy as 
to whether the resultant loss is a 
capital loss or an ordinary loss. 

A leading case on this point and 
one often cited by the Board is the 
Rogers case (Betty Rogers, et al., 
37 B.T.A. 897), which held that the 
conveyance of property by the mort- 
gagors, Will Rogers and his wife, 
Betty Rogers, to the mortgagee in 
consideration for the cancellation of 
the mortgage debt was a sale and the 
unrecovered investment of the mort- 
gagor was a capital loss. The Circuit 
Court of Appeals, Ninth Circuit, sus- 
tained the Board (Betty Rogers, et 
al. v. Commissioner, 103 F. (2d) 
790), being of the opinion that the 
situation was analogous to one 
where the mortgagor sells the prop- 
erty to a third party for a sum equal 
to the amount due on the note and 
then pays the note with that money. 
However, in the Bingham case 
(Harry Payne Bingham v. Commis- 
sioner, 105 F. (2d) 971), under simi- 
lar circumstances, the Circuit Court 
of Appeals, Second Circuit, held that 
there was no sale of the notes in the 
ordinary meaning of the word and 
no exchange of assets for assets, 
since the notes could not, as assets, 
survive the transaction. 

In a recent case, the Board con- 
cluded that where a mortgagor gave 
a quit claim deed to the foreclosed 
mortgaged property without con- 
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sideration to the purchaser under 
foreclosure, the subsequent giving 
of the quit claim deed had no con- 
trolling significance and the loss to 
the mortgagor was an ordinary loss 
(Sherwin A. Hill as Administrator, 
40 B.T.A. No. 66). 

The Board has also followed the 
principle of the Rogers case in hold- 
ing that, where a vendee voluntarily 
surrendered land contracts and his 
interest in the properties to the ven- 
dor in consideration of the vendor’s 
cancellation of the vendee’s debts 
under the contract, the transaction 
was a sale or exchange of capital 
assets, and the vendee’s loss was a 
capital loss (Harold R. Smith, 39 
B.T.A. 872). But in another case, 
where a vendee involuntarily forfeited 
the possession of the premises, the 
Board held that it was an ordinary 
loss on the ground that the vendee’s 
rights were extinguished solely by 
the act of the vendor in declaring the 
contract forfeited (C.G. Ganopuls 39 
B.T.A. 1120). 

While on the subject of foreclo- 
sure, reference is made to the recent 
General Counsel’s Memorandum 
(G.C.M. 21947, 1939-35-9981) where- 
in it is stated that a building and loan 
association, mortgage finance com- 
pany and bank, which is offering for 
sale parcels of real estate on which it 
has been compelled to foreclose is 
holding property “Primarily for sale 
to customers in the ordinary course of 
... trade or business,” and that gains 
or losses incurred in such sales are 
to be treated as ordinary gains or 
losses. 

The Board in 1925 in the Schwarz- 
ler case laid down the broad rule that 
losses from dealing in real property 
growing out of the ownership there- 
of, are deductible only when ascer- 
tained and determined upon an ac- 


tual, completed, and closed transac- 


tion during the taxable year, and are 
not sustained through the mental 
process by which a taxpayer deter- 
mines property to be worthless and 


charges it off on his books while he 
still retains title to the property 
itself (A. J. Schwarzler Co. 3 B.T.A. 
535). The Board followed this 
principle in the Rhodes case (34 
B.T.A. 212) but the Circuit Court of 
Appeals, Sixth Circuit, in January 
overruled the Board (100 F. (2d) 
966) and held that there may be an 
abandonment of real estate in a very 
practical sense without the taxpayer 
divesting himself of legal title and 
if the amount and year of the occur- 
rence of the loss is factually reason- 
ably ascertainable, it is allowable. 
In the Hoffman case (W. W. Hoffman 
et al., 40 B.T.A. No. 69), the Board 
recognized that the rule laid down 
by it in the Schwarzler case was too 
broad and allowed a loss from aban- 
donment of real property in the year 
in which the events were sufficient 
to identify the occurrence of the loss, 
even though title to the property re- 
mained with the taxpayer until fore- 
closure proceedings were completed 
in the following year. 

With respect to the deductibility 
of purchase and sales commissions, 
the Circuit Court of Appeals in the 
Winmill case in 1937 held that an 
active trader in securities may de- 
duct such commission as an expense. 
The Commissioner appealed to the 
Supreme Court on the deductibility 
of purchase commissions. The 
Supreme Court reversed the Circuit 
Court on this point and held that 
buying commissions are not de- 
ductible as business expenses by 
traders in securities but are a part 
of cost (Commissioner v. Winmill 
59 Sup. Ct. 45). The Circuit Court 
of Appeals, Second Circuit, in June 
followed the Supreme Court as to 
purchase commissions but held that 
sales commissions were deductible 
as an expense (Neuberger v. Com- 
missioner 104 F. (2d) 649). 

On the question of depreciation, 
the Circuit Court of Appeals, Third 
Circuit, (U. S. C.C.A. 3rd Circuit No. 
7083—11/10/39) on November 10th 
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in the Pittsburgh Brewing Company 
case held that excess depreciation 
deducted in returns for prior years 
should not reduce the basis of de- 
preciable property where there was 
insufficient income to offset the de- 
preciation charge in those years. The 
Court said that the legislative his- 
tory of the depreciation provisions 
support the view that the word 
“allowed”, as applied to depreciation, 
refers only to depreciation which 
has been availed of by the taxpayer 
as an offset to taxable income. This 
decision supports the views of many 
tax practitioners that excess depre- 
ciation not beneficially allowed 
should be ignored in determining the 
basis of depreciable property. 


Reorganizations: 


In March, 1938, the Supreme 
Court in the Hendler case (303 U. S. 
564) held that where in a certain 
reorganization one corporation as- 
sumed the bonded indebtedness of 
another, this was the same as pay- 
ing the transferor cash or property 
and thus made the reorganization 
taxable. The broad scope of this 
decision and the wide interpretation 
given to this case by the Commis- 
sioner and the Board cast doubt ona 
variety of reorganizations previous- 
ly considered non-taxable under Sec- 
tion 112. (Walter F. Haas 37 B.T.A. 
948; Corpus Christi Terminal Co. 
38 B.T.A. 944). To mitigate the pos- 
sible adverse effect of the Hendler 
decision upon business affairs in gen- 
eral, Congress in the 1939 Act en- 
acted Section 213 which provides in 
effect that in transactions, otherwise 
tax-free, gain shall not be recog- 
nized to the transferor on account 
of the assumption of liabilities or 
the transfer of property subject to 
liability. This section is made retro- 
active and covers the Revenue Act 
of 1924 (the first act in which the 
corporate tax-free reorganization pro- 
visions appeared) and all subsequent 
revenue acts. Section 213 does not 


apply where it appears that the 
primary purpose of the taxpayer 
whose liabilities are assumed or who 
transferred property subject to a lia- 
bility, was a purpose to avoid federal 
income tax on the exchange or, if 
not such purpose, was not a bona 
fide transaction. 


Corporate surtaxes: 

When the Revenue Act of 1936 
was first enacted many tax practi- 
tioners took the view, on the basis 
of the Dartmouth College case (17 
U.S. 518), that the charter of a cor- 
poration constituted a written con- 
tract with the State and that, where 
the state law forbade the payment 
of dividends except out of surplus, 
corporations with deficits would be 
entitled to a credit under Section 
26(c)(1) of the 1936 Act relating 
to contracts restricting dividends. 
However, in interpreting this sec- 
tion, the Commissioner ruled (Regu- 
lations 94) that the charter of a 
corporation did not constitute a 
written contract within the meaning 
of the Act. On December 8, 1938, 
in the Crane Johnson Co. case (Crane 
Johnson Co., 38 B.T.A. 1355), the 
3oard held that a corporation pro- 
hibited by state law from declaring 
dividends because of an _ existing 
deficit was not entitled to a credit 
in computing the surtax on undis- 
tributed profits. On appeal the Cir- 
cuit Court of Appeals, Sixth Circuit, 
sustained the Board (105 F. (2d) 
740). 

The recent case of the Foley Se- 
curities Corporation v. Commis- 
sioner (October 11, 1939) illustrates 
the harshness of the surtax upon 
the adjusted net income of a per- 
sonal holding company. The pur- 
pose of this tax (Section 351 Rev- 
enue Act of 1934) was to impose 


a surtax on personal holding com- 


panies which failed to distribute 
their earnings to stockholders each 
year. In the instant case, however, 
the taxpayer had an operating deficit 
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of approximately $23,000.00 at the 
beginning of the year in question. 
It earned about $49,000.00 during 
the year, of which it distributed 
about $42,000.00 to its stockholders. 
The Circuit Court of Appeals, 
Eighth Circuit, denied the corpora- 
tion the right to take as a deduc- 
tion, against the adjusted net in- 
come for the purpose of determin- 
ing the undistributed net income 
subject to surtax, the full amount 
distributed to stockholders during 
the year since the deficit existing 
at the beginning of the year reduced 
the accumulated earnings at the 
time of the distribution to its stock- 
holders to $26,000.00. The excess 
of the amount distributed over the 
earned surplus was considered a 
return of capital. 

Thus, although the corporation 
complied with the spirit of the law 
by distributing substantially all of 
its earnings, it was nevertheless 
held subject to surtax on part of the 
distributions because the dividends, 
allowed as a credit in arriving at the 
amount subject to surtax, were held 
to mean those paid only out of ac- 
cumulated earnings or profits and 
not out of current earnings as well. 

Section 102 of the Internal Reve- 
nue Code provides for the imposition 
of a surtax upon every corporation 
(other than a personal holding com- 
pany) if such corporation is formed 
or availed of for the purpose of pre- 
venting the imposition of the surtax 
upon its shareholders through the 
medium of permitting “earnings or 
profits” to accumulate. 

On July 26, 1939 the Commis- 
sioner by T.D. 4914 called the atten- 
tion of collectors and employees of 
the Bureau to this section and the 
regulations promulgated thereunder 
and instructed them to examine 
particularly the returns of certain 
classes of corporations with a view 
toward determining and recommend- 
ing whether or not a tax under Sec- 
tion 102 should be imposed. As a 


result of these instructions the De- 
partment will undoubtedly assert a 
surtax under Section 102 on many 
corporations which heretofore felt 
reasonably immune from the impo- 
sition of this tax. 

In formulating a defense against 
any possible assessment under Sec- 
tion 102, the following factors should 
be considered: 


1. Surplus at the beginning and 
end of year and how reflected 
in assets and liabilities. 

2. Portion of net income which 
has been distributed in the 
form of dividends. 

3. Working capital requirement 
of the corporation at the peak 
of its business. 

4. Obligations of the corporation 
maturing in the future. 

5. Ownership of the corporation’s 
stock. 


Procedure: 


The requirements as to refund 
claims are given in Article 322-3 of 
Regulations 101. The necessity for 
complying strictly with the regu- 
lations of the Commissioner is illus- 
trated in the following cases. 

A taxpayer claimed that a letter 
of protest filed in 1925 was an in- 
formal or defective claim for refund 
which, until rejected by the Com- 
missioner, could be perfected by 
amendment after the limitation 
period. The Court held that the pro- 
test letter was not a claim for re- 
fund, informal, defective or other- 
wise but merely a statement of an 
intention to file a claim in the event 
that certain contingencies arose in 
the future (Kales v. U.S., CS District 
Court, Eastern District of Michigan, 
February 18, 1939). In another case, 
the taxpayer purchased the “title 
plant” of a competitor, later aban- 
doning it. After its return was filed 
the taxpayer filed a claim for refund, 
asking for a refund of tax on the 
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ground that it was entitled to a de- 
duction of the loss due to obsoles- 
cence. The Circuit Court of Appeals 
denied the claim, stating that the 
loss did not result from obsolescense 
but from abandonment, (U.S. v. 
Real Estate-Land Title and Trust 
Company, 102 F. (2d) 582). 

The question of whether the Com- 
missioner has the right to revoke 
a ruling of his predecessor was again 
presented in a recent case involving 
the statute of limitations. The Board 
held that the Commissioner was not 
bound by an erroneous ruling of his 
predecessor that a corporation was 
exempt from income tax. It further 
held that the statute of limitations 
did not bar the assessment of defici- 
encies and penalties for those years 
in which a corporation filed no re- 
turns on the belief it was exempt, 
since the running of the statute com- 
mences on the day a return is filed, 
not when a return is “filed or ex- 
cused” as contended by the tax- 
payer (Southern Maryland Agricul- 
tural Fair Association 40 B.T.A. No. 
86). 


Gift and Estate Taxes 


At the beginning of the year, the 
gift and estate tax regulations pro- 
vided that the size of the gift or 
the size of the holdings of any se- 
curity is not a relevant factor and 
will not be considered in determin- 
ing fair market value. In a number 
of cases the regulations were deemed 
invalid as to the provision that the 
size of the block was not a relevant 
factor on the ground that no regula- 
tion could control which sought to 
preclude consideration of any ele- 
ment or factor that had a material 
bearing upon fair market value, 
(Commissioner v. Shattuck 97 F 
(2d) 790; Helvering v. Kimberly 97 
F (2d) 433). On May 18, 1939, the 
Commissioner recognized that the 
size of the gift might influence the 
quoted price and amended both the 
gift and estate tax regulations by 


deleting the provision regarding size 
of the gift or the size of the holdings 
of any security; thus giving recog- 
nition to the so-called “Blockage 
rule” (T.D. 4901; T.D. 4902). 

On the valuation of gifts of life 
insurance policies the Commissioner, 
in Regulations 79, Article 19(9), has 
held that the value of a single 
premium or paid-up life insurance 
policy is the amount which the in- 
surance company would charge for 
a like policy on the life of a person 
of like age; and the value of a gift 
of an ordinary policy is the inter- 
polated terminal reserve at the date 
of gift, plus the pro rata amount of 
any gross premium paid by the 
grantor applicable to the period sub- 
sequent to the date of gift. How- 
ever, in cases involving the valua- 
tion of gifts of single premium poli- 
cies, the Board (Cronin, 37 B.T.A. 
914) and the Circuit Court of Ap- 
peals, Third Circuit (Commissioner 
v. Haines, 104 F. (2d) 854) have 
held that, for gift tax purposes, the 
value is the cash surrender value at 
the date of gift. Recently, the Board 
held that the value for gift tax pur- 
poses of gifts made of both paid-up 
and ordinary life insurance policies 
was the cash surrender value thereof 
at the date of gift (Louis Florsheim, 
B.T.A. memo, September 11, 1939). 

The Supreme Court recently con- 
sidered the case of Rasquin v. 
Humphreys and the case of the 
Estate of Sanford v. Commissioner, 
both involving the single question 
of whether in an inter vivos trans- 
fer of property in trust, wherein the 
donor reserved the power to desig- 
nate new beneficiaries other than 
himself, the gift became complete 
at the time of the creation of the 
trust, or whether it became complete 
at the time of the relinquishment of 
the power. In these cases the gov- 
ernment had taken an inconsistent 
position. In the Humphreys case 
it contended that the gift was com- 
plete and taxable when the trust 
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was created, and in the Sanford 
case it argued that the gifts did not 
become complete and taxable until 
surrender by the donor of his re- 
served power to designate new bene- 
ficiaries. The Court on November 
6th held that the gifts became com- 
plete and taxable when the donors 
relinquished their reserved power to 
change the beneficiaries. As long 
as the donor retained the power to 
designate new beneficiaries the gift 
was incomplete and not subject to 
gift tax. 

Probably one of the most contro- 
versial decisions handed down this 
year was, the Court of Claims de- 
cision in the Bailey case (Bailey et 
al. v. U.S., 27 F. Supp. 617) which 
held that the proceeds in excess of 
$40,000 on life insurance policies 
taken out since February 24, 1919 
(the date the insurance provision in 
the estate tax law was first effec- 
tive), and in which the insured had 
divested himself of all incidents of 
ownership except the remote possi- 
bility of reverter, were to be included 
for estate tax purposes in the estate 
of the decedent insured. This de- 
cision is contrary to the long ac- 
cepted principle that if a decedent, 
by a gift or assignment made dur- 
ing his lifetime, divested himself of 
all incidents of ownership of a life 
insurance policy, the proceeds there- 
of were not includable in the gross 
estate, provided the gift or assign- 
ment was not made in contemplation 
of death. On August 3, 1939, the 
U. S. District Court for the South- 
ern District of New York, in the 
case of the Chase National Bank as 
executor v. U.S. (U.S.D.C., S.D. of 
N.Y.), rejected the principle laid 
down in the Bailey decision and held 
that such insurance proceeds are not 
subject to estate tax. 


Capital-Stock Taxes 


The Commissioner has consistent- 
ly refused to accept amended capital- 


stock tax returns, even though such 
amended returns were filed on or 
before the due date or extension 
date. The Court of Claims (Phila- 
delphia Brewing Company v. U.S., 
27 F. Supp. 583, 5/29/39) and the 
Circuit Court of Appeals, Sixth Cir- 
cuit, (Glenn v. Ortel Co., 97 F. (2d) 
495) have ruled that such amended 
returns were acceptable and effec- 
tive. The Circuit Court of Appeals, 
Fifth Circuit, in the Haggar case 
(Haggar Co. v. Commissioner, 104 
F. (2d) 24) has sustained the Com- 
missioner. In view of this conflict, 
the Supreme Court has agreed to 
review the Haggar case and a final 
settlement of this controversial point 
can be expected. The Supreme Court 
during the present session will not 
directly review the question of the 
constitutionality of the federal capi- 
tal-stock tax, having denied certi- 
orari in the Allied Agents case 
(Allied Agents, Inc. v. U.S. 26 F. 
Supp. 98) in which the Court of 
Claims had upheld its constitution- 
ality. However, there is a possibility 
that in reviewing the Haggar case 
the Supreme Court may express its 
views on the constitutionality of the 
capital-stock tax. 

The principles in the cases and 
rulings discussed above will perhaps 
suggest possibilities for filing refund 
claims for clients and plans for 
minimizing their tax liability. Tax 
surveys before the end of the tax 
year will afford opportunity for 
making suitable recommendations 
which may reduce the client’s pres- 
ent and prospective tax burden. The 
quality and value of our services are 
judged more by the benefits ob- 
tained from foresight and planning 
than by care given in analyzing and 
interpreting the tax consequences of 
business transactions after they are 
consummated. 
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Changes in the Social Security Laws 
during 1939 


By W. Vincent Hatt, C.P.A. 


"THE 1939 changes in social secur- 
ity laws, particularly insofar as 
they affect employers are outlined 
briefly and the changes will be dis- 
cussed with respect to federal un- 
employment insurance—federal old- 
age benefits—New York State un- 
employment insurance—, and finally 
the federal wage and hour law. 
The most important changes were 
the federal social security act amend- 
ments, regarding unemployment in- 
surance and old-age benefits, where 
the tendency was towards uni- 
formity in the definitions of— 
“Wages” and “Employment” as 
covered under the law after 1939. 
The federal unemployment insur- 
ance amendments granted relief to 
taxpayers delinquent in paying their 
state unemployment insurance con- 
tributions, and will allow some tax- 
payers, who pay employees more 
than $3,000.00 a year, to pay less 
federal unemployment insurance 
taxes for 1940 on. The federal old- 
age benefit amendments provide— 
for continuing the taxes at 1% until 
December 31, 1942, and for includ- 
ing wages paid to employees over 
65 years old in the tax basis for 
1939 and future years—for earlier 
benefits to employees—for more 
liberal benefits in the early years— 
and for benefits to be paid to the 
worker’s family as well as to the 
worker when he retires. 


I should also state that the federal 
1939 Social Security Amendment 
Act referred to the 1935 Act when 
considering amendments in refer- 
ence to the disbursement of funds, 
but referred to the Internal Revenue 


Code when amending the taxing 
provisions of the 1935 Act. In other 
words, the Internal Revenue laws 
were codified in February 1939 by 
including in one law all of the taxing 
laws insofar as was necessary to 
specify tax rates and bases, and the 
collection thereof. The federal taxes 
payable by the employers are known 
as excise taxes, and the old-age bene- 
fit taxes payable by employees are 
known as income taxes. 

Some of the federal social security 
amendments are effective in 1939, 
but most of them will not be effec- 
tive until 1940. Also in mentioning 
briefly the 1939 changes, it must be 
appreciated that some changes and 
qualifications (1 hope minor) will 
necessarily not be mentioned. The 
new federal definitions of wages and 
employment actually take up several 
pages in the amended law, and, 
therefore, the particular section of 
any law should be referred to—to 
secure complete information regard- 
ing the tax base in any specific case. 


Regarding Federal Unemployment 


Section 608 amended the law so 
that wages paid for 1939 and there- 
after are taxable, whereas under the 
original act wages payable were tax- 
able. 

Section 609 amended the law in 
reference to credits allowed against 
the federal tax for contributions to 
state unemployment funds—For in- 
stance— 


Credit is now permitted for con- . 


tributions paid on or before the 
federal return due date, which is 
January 31st, (unless the time for 


Presented at the November, 1939 meetings on Taxation of The New York State Society of 


Certified Public Accountants. 
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Changes in the Social Security Laws During 1939 


filing the return has been ex- 

tended), whereas previously the 

state payments had to be made 
before the federal return due date, 

—and 

Credit would be permitted for 
contributions paid to a state after 
the federal return due date but 
before the next July Ist, (but such 
credit could not exceed 81% of 
the federal tax). The same para- 
graph provided that the ordinary 
credit provisions would not apply 
against the ta» of a taxpayer if 
his assets at any ‘ime during the 
period from the iederal return 
due date to the next June 30th 
were in custody of a court, that is 
to say—the time limitations will 
not apply in such cases,—and 

Where a _ taxpayer originally 
was required to erroneously pay 
to one state, a later payment into 
the proper state’s fund shall for 
purpose of credit against the tax 
be deemed to have been made at 
the time of the erroneous payment. 

The section practically repeated 

1935 provisions for an additional 
credit allowable where an em- 
ployer is granted a merit rating 
preference rate by the state, the 
possible additional credit being 
the amount by which his contribu- 
tions are less than 2.7%, or less 
than the contribution he would 
have had to pay if he was subject 
to the highest rate under the state 
law (whichever is lower). 

Section 902 granted relief to em- 
ployers who had been late in paying 
their 1936, 1937 or 1938 state un- 
employment insurance contribu- 
tions. Such an employer will be 
allowed credit for the amount of 
such state contributions if he paid 
the state before October 9, 1939, 
that is before 60 days after the date 
of the enactment of the 1939 amend- 
ing law. 

If the employer paid the wrong 
state for the years 1936, 1937 or 1938, 
credit is to be permitted as if he 


had paid the right state, and credit 
is also to be permitted for state con- 
tributions later declared by the court 
not to have been required. That is, 
of course, only as to such state pay- 
ments which have not been refunded. 

Provision has been made for re- 
funds which may now be found due 
because of the additional credit al- 
lowances to employers who were 
late in paying their 1936, 1937 or 
1938 state contributions. 

The total credit allowed as to 
any taxable year may not exceed 
90% of the federal tax in any case. 

Section 614, effective January 1, 
1940, provides that— 

Wages are defined to include only 
the first $3,000.00 paid to each em- 
ployee during the year. Dr. Alt- 
meyer, the Chairman of the Social 
Security Board, when testifying be- 
fore the House Committee last 
February suggested that the tax 
basis be changed from wages pay- 
able to wages paid as now in old age 
insurance, and that the taxes be 
limited to the first $3,000.00 in yearly 
wages also as in old age insurance, 
and then stated, “We realize that 
this would somewhat reduce unem- 
ployment compensation revenues, 
but it seems to us that this disad- 
vantage would be more than offset 
by the advantage of a uniform tax 
base.” Also the term wages was 
changed so that it would not include 
payments made to or for an em- 
ployee under a plan established by 
the employer for his employees gen- 
erally, or for a class of his em- 
ployees, on account of a retirement 
fund, sickness or disability, etc. 
There was also excluded from wages 
the payments by an employer, of 
the employee’s Social Security tax 
or employee’s state unemployment 
insurance tax, where the employer 
did not deduct such payments from 
the employee’s wages. 

The definition of employments 
covered was also changed in the 
same section. Employees of gov- 
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ernmental instrumentalities not 
wholly owned by the federal or state 
governments or state subdivisions, 
and not otherwise exempt from tax, 
such as national banks, etc. under 
the 1935 Act, are by the 1939 amend- 
ments not to be exempt after De- 
cember 31, 1939. Other employ- 
ments not exempt under the original 
act, but exempt after December 31, 
1939 include services for foreign gov- 
ernments, services by insurance 
agents on commission, newsboys, 
casual labor and certain nuisance 
cases of small tax payments in con- 
nection with fraternal benefit asso- 
ciations, schools, hospitals and col- 
leges, newsboys, etc. 

Section 901 provided that none of 
the Social Security Act amendments 
of 1939 were to be construed as 
amending or altering the railroad 
unemployment insurance act. 


Regarding Federal Old-Age 
Benefits 


By Section 601, in cases where 
employees work after 1939 for more 
than one employer and the tax basis 
as to that employee considering all 
of his employers is more than 
$3,000.00 for any one year, such an 
employee may apply for a refund of 
the excess of the aggregate tax de- 
ducted from his salaries and paid to 
the government, over a tax with 
respect to the first $3,000.00 of such 
salaries or wages paid. 

Section 603 adds a new paragraph 
to the law in reference to receipts 
required for employees with respect 
to wages paid after 1939. 

The amendment requires that em- 
ployers furnish to each of his em- 
ployees written statements of the 
wages paid to such employee after 
December 31, 1939, and specifies just 
what each statement shall contain, 
how often the statement may be re- 
quired, which may be at each pay 
date, or quarterly, semi-annually, or 
annually. The same section also 
states that such a statement shall 


be furnished to the employee not 
later than the last day of the second 
calendar month following the period 
covered by the statement, except 
that final statements are to be fur- 
nished on the day on which the last 
payment of wages is made to any 
employee leaving the employer’s 
employ. 

By Sections 601 and 604 the tax 
levied on both employers and em- 
ployees in like amounts is for the 
years 1940 to 1942 to be frozen at a 
1% rate instead of the 14% rate 
called for by the original act. Start- 
ing 1943, the tax jumps to 2%. 

Under Section 905(a)—employees 
over 65 years of age on January 1, 
1939 are now considered as covered 
employees. Since the amendments 
did not become law until August, 
1939, Section 905(b) specifies that no 
employer shall be liable, as to wages 
paid between January 1, 1939 and 
August 10, 1939, for the aged em- 
ployee’s 1% share, unless the em- 
ployer collects from the employee, 
or unless the employer has under his 
control at any time within 90 days 
after the enactment of the amend- 
ing act wages earned at any time by 
the employee. 

Section 606 effective January 1, 
1940 amended certain definitions. 

In defining wages, the term was 
changed so that it would not include 
the certain payments made to or for 
an employee as excluded also from 
wages after 1939 under federal un- 
employment insurance. 

The employment covered was 
changed in the same section to in- 
clude employees engaged in mari- 
time service on American vessels and 
employees of governmental instru- 
mentalities not wholly owned by the 
federal or state governments or state 
subdivisions, and not otherwise ex- 
empt from tax, such as national 
banks, etc. 

The 1939 amendments excluded 
from coverage family employments, 
certain employments where the 
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Changes in the Social Security Laws During 1939 


wages are small, services for certain 
fraternal and beneficiary associa- 
tions, services by students in schools, 
colleges or hospitals, services for for- 
eign governments, newsboys, etc. 

In other words, effective January 
1, 1940, the covered employments for 
the federal old-age benefits are prac- 
tically similar to the employments 
covered from 1940 on under federal 
unemployment insurance. 

There were a number of amend- 
ments which benefitted employees. 

Title 2 of the original act was 
amended to read “Old age and sur- 
vivors benefit payments”, instead of 
just “Old age benefit payments”. 
The 1939 amendments provided for 
the payment of benefits starting Jan- 
uary 1, 1940 rather than 1942, the 
basing of the benefit on average 
monthly wages rather than on total 
accumulated wages, and the count- 
ing of wages beginning in 1939 of 
working employees 65 years of age. 
The use of a percentage of the aver- 
age monthly wage in calculating the 
benefit does make the benefits pay- 
able in the early years higher than 
under the original act, particularly 
when we consider that, besides the 
benefits payable to a retired worker, 
supplementary monthly benefits will 
be paid to his family. 

Under the amendments the fully 
insured worker will receive as a basic 
benefit 40% of the first $50.00 of his 
average monthly earnings in covered 
employment, plus 10% of his average 
wage over $50.00 and up to $250.00 
a month, plus 1% additional for each 
year in which he has earned at least 
$200.00 in covered employment. His 
minimum benefit would be $10.00 If 
that worker, upon his retirement, 
after becoming 65 years of age, has 
a wife 65 years old, his wife would 
receive in addition one-half of her 
husband’s benefits. The highest total 
of monthly benefits is $85.00. Ifa 
fully insured individual dies leaving 
no wife or dependent child, monthly 
benefits would be paid to the parents, 


if over 65 years of age, and if such 
parents had been supported by the 
deceased worker. 

There is no intention here to cover 
in full the changes in the methods 
of calculating benefits, which would 
necessitate considerable time de- 
voted to matters not of great inter- 
est. But I would like to state a case. 


To show the extent of the ex- 
panded benefits payable to employees 
who are now near 65 years of age, 
or who will be 65 years of age in a 
few years, consider the case of an 
employee who will be 65 years old on 
December 31, 1939; and who has 
been earning $75.00 a month regu- 
larly since the beginning of 1937. 
Under the original act all he would 
have received would have been a 
lump sum of $94.50, namely 344% of 
his $2,700.00 accumulated wages. 
Under the 1939 amendments, if he 
retires on January 1, 1940 when he 
is 65 years of age, he can claim a 
monthly pension of $23.17, and be- 
sides, if his wife is 65 years of age, 
she will receive in addition $11.58 
monthly. In other words, he and his 
wife would receive in the first three 
months after his retirement more 
than the total amount he could re- 
ceive under the old law. 

And if, and when, the husband 
dies, his widow will receive a 
monthly pension for the rest of her 
life amounting to three-fourths of 
her husband’s benefit. 


Regarding New York State 
Unemployment Insurance 


The definition of employment in Sec- 
tion 502 paragraph 1 was extended 
to cover the entire service performed 
outside as well as within the state 
if the employee’s service is—localized 
primarily within the state,—or not 
localized in any state, where some 
of the service is performed in the 
state—or based in or controlled 
from this state—or not based in or 
controlled from any other state in 
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which the employee works—where 
the employee resides in this state— 
or performed in state, if no tax there- 
on was paid under any other unem- 
ployment insurance law—or per- 
formed entirely without this state, 
if no tax thereon was paid under any 
other unemployment insurance law, 
if employee is a resident of this state, 
and if the commisioner approves. 

Now exempt are caddies, minors 
going to day school and working 
part time, and employees covered by 
the federal railroad unemployment 
insurance act. 

The law was changed as to bene- 
fits to employees— 

For instance—In Section 505 ef- 
fective July 1, 1939 the calculation 
of the amount of benefits was very 
much simplified in that the weekly 
benefit rates payable were to consist 
only of 9 amounts running from 
$7.00 minimum to $15.00 maximum 
per week. An employee receiving 
from $43.00 to $171.99 in highest 
total wages paid in a quarter of the 
base year, provided that the total 
wage paid to such employee during 
that base year is $175.00 or more, is 
to receive a weekly benefit of $7.00; 
an employee whose highest wages 
were $333.00 or more in a quarter of 
the base year, provided -the total 
wage paid him during the base year 
is $375.00 or more, is to receive a 
benefit of $15.00 per week. 

Under Section 507 effective July 
1, 1939—the benefits are to be paid 
for 13 weeks. 

The state has changed the report- 
ing requirements in that returns are 
now fileable quarterly, so that the 
state returns may be filed simultane- 
ously with the federal old-age bene- 
fit tax return, subject to some differ- 
ences as to coverage. 


Regarding the Wage and 
Hour Law 
There were no amendments in 


1939 to the Fair Labor Standards 
Act of 1938. That Act did call for 


a change in the minimum wage re- 
quirements and the maximum week- 
ly hours which could be worked 
without overtime except for certain 
employees. The maximum weekly 
hours which may be worked without 
overtime during any work week 
starting on or after October 24, 1939 
is 42 hours and the minimum hourly 
wage which may be paid is 30c per 
hour, whereas in the preceding first 
year of the law the maximum hours 
were 44 and the minimum pay was 
25c per hour. 

This law seems to require interp- 
retation by an attorney rather than 
an accountant, particularly because 
it applies only where interstate com- 
merce is involved. 

Also Section 18 of the law contains 
a sentence reading— 

“No provision of this Act shall 
justify any employer in reducing 
a wage paid by him which is in ex- 
cess of the applicable minimum 
wage under this Act, or justify any 
employer in increasing hours of 
employment maintained by him 
which are shorter than the maxi- 
mum hours applicable under this 


Act.” 


But it is to be noted that this par- 
ticular Section #18 was not men- 
tioned directly or indirectly in Sec- 
tion 16 relating to penalties or in 
Section 15 relating to prohibited 
Acts. 

I appreciate the fact that on Octo- 
ber 19, 1939 the counsel to the Wage 
and Hour Division warned employ- 
ers, in a long memorandum on over- 
time evasion, that “Continuing to 
pay the same salary now paid work- 
ers for a 44 hour week after October 
24 will be a violation of the Fair 
Labor Standard Act....” Although 
his opinion carries considerable 
weight in interpreting the law, it 
may be that an enterprising counsel 
for some employer may convince a 
court otherwise. 

Section 3 relating to definitions, 
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although it mentions “wage”, does 
not define the word “wage”. 

Section 7(a) specifies that an em- 
ployee (I mean one not excepted), 
must be paid for hours worked in 
excess of the maximum hours (now 
42 hours per work-week) “at a rate 
not less than one and one-half times 
the regular rate at which he is em- 
ployed.” 

But the law does not define what 
is meant by the words “regular rate 
at which he is employed.” Note the 
words are not qualified by anything 
like, “which regular rate must not be 
less than the regular rate at which 
he was employed in the past.” 

Pending court decisions or clarifi- 
cation of the Act, I don’t think we 
could advise clients in some cases. 
Some employers may construe the 
Act in their favor and later find a 
court case on their hands. 

Questions for possible considera- 
tion might be— 


(1) Does wage mean the wage 
for one week, or averaged for a 
month, or averaged over a year? 

(2) Is it permissible for an em- 
ployer to—Reduce the previous 
regular hourly rate where the reg- 
ular work week at present exceeds 
42 hours a week, so that he can pay 
his employees, including overtime 
calculated at the lower regular rate 
at which he will then be employed, 
a wage equivalent to his past 
wage ?—or 

(3) Is it permissible for an em- 
ployer to—Reduce the hours 
worked, rather than the hourly 
pay rate to achieve the same re- 
sult, which would possibly necessi- 
tate hiring more workers at some 
regular hourly rate, that is not 
causing overtime pay? 


There are many problems for em- 
ployers, where office and other sal- 
aried employees actually work differ- 
ent hours per week, and also occa- 
sionally, but particularly at month- 
ends, put in many hours of overtime. 


In Conclusion 


Under the laws which have just 
been discussed, except as to those 
employees who are specifically stated 
to be exempt, all employees engaged 
in industry or commerce in general 
are subject to one or more of the 
laws. 

The general rule is that employers 
are subject to these laws if they em- 
ploy—8 or more employees on 20 
days in separate weeks during a year 
as to federal unemployment insur- 
ance—one or more employees as to 
the federal old-age tax—4 or more 
employees on any 15 days during a 
year as to the New York State Un- 
employment Insurance law—and em- 
ployees engaged in interstate com- 
merce as to the federal wage and 
hour law. 

The definitions of wages and em- 
ployments are now practically simi- 
lar as to federal unemployment, 
federal retirement and the New York 
State Unemployment Insurance laws, 
except that in particular the $3,000.00 
limitation as to any one employee 
does not affect the federal unemploy- 
ment insurance tax till 1941 based on 
1940 salaries, and except that there 
are a few minor differences. There 
is very little difference after 1939 be- 
tween such definitions as stated in 
the two applicable sections of the 
federal social security law as amend- 


ed in 1939, 














Some Questions and Answers on 


Federal Taxation 


By CoMMITTEE ON FEDERAL TAXATION 


OME of the many interesting 

questions asked at the meeting 
on Federal Income Taxation which 
was held at the Waldorf-Astoria 
Hotel on November 20, 1939, are 
considered to be of such general im- 
portance as to warrant their repro- 
duction for the benefit of the entire 
membership. 

These answers must be regarded 
as merely an expression of personal 
opinion and are furnished with the 
understanding that The New York 
State Society of Certified Public Ac- 
countants and the members of the 
Committee on Federal Taxation have 
disclaimed all responsibility for the 
accuracy of the information given or 
the soundness of the views expressed. 


Question: A corporation operat- 
ing a chain of stores closed one of 
its stores on June 30, 1939. The fix- 
tures in that store, which were held 
for over four years, were sold at the 
time of closing and the corporation 
suffered a loss of $10,000 after cal- 
culating the depreciation up to the 
date of closing. 

The member asks two questions: 
(a) Can the corporation deduct this 
$10,000 loss in full from ordinary 
income on its 1939 income tax re- 
turn? (b) If this loss constitutes 
part of a $20,000 net loss for the 
year, what is the amount that can 
be carried over? 


Answer: The full loss is deduct- 
ible as the fixtures are property on 
which depreciation is allowed and 
were used in the trade or business; 
it is not therefore a capital loss, 
under the definition. 

The second part of the question. 
The net operating loss carry-over 


from the taxable year 1939, is $20,000 


for the same reasons. 


Question: What is the time for 
deductions of interest assessed on 
income tax deficiencies? 

Answer: Of course it depends 
whether or not you are on the cash 
or accrual basis. If you are on the 
cash basis you may only take a 
deduction for such interest as is 
paid within the year, but on an 
accrual basis the interest on a defi- 
ciency in tax should be accrued in 
the year in which the liability for 
the deficiency is finally determined, 
either by an agreement, final order 
or judgment. 


Question: A taxpayer, on the ac- 
crual basis, has an employees’ com- 
pensation policy with respect to 
which he paid an advance premium 
in 1938. In 1939 the insurance com- 
pany made an audit of the payrolls 
for 1938 and billed an additional 
premium. In which year is the ad- 
ditional premium deductible, 1938 
or 1939? 

Answer: The time for a deduc- 
tion under the accrual basis is when 
the actual liability is incurred. 

If the policy created an actual 
liability and the amount of the addi- 
tional premium was determinable by 
the taxpayer at the end of 1938, he 
could deduct it in his 1938 tax re- 
turn. In practice he probably would 
be allowed the deductions for 1939. 


Question: Under this same policy, 
a refund was obtained in 1939, based 
on the accident experience for 1938 
of the taxpayer and the compensa- 
tion costs thereon in 1938 and 1939 
to the insurance company. In what 
year is such refund taxable? 
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Some Questions and Answers on Federal Taxation 


Answer: The question with re- 
spect to the refund makes it clear 
that the amount of the refund could 
not have been determined until 1939, 
It was taxable in 1939. 


Question: In 1934 a taxpayer re- 
ceived a distribution on his holdings 
of stock of D Company which was 
taken into gross income for 1934 in 
its entirety as a taxable dividend, 
the Treasury Department having so 
ruled. In 1938 the taxpayer sold all 
of his holdings and treated his origi- 
nal cost as the tax basis of the 
shares. His return was audited in 
1939, and in that year the Treasury 
Department publishes a reversal of 
its ruling respecting the 1934 dis- 
tribution. Now it holds that the 
1934 distribution was made from 
sources other than earnings, and it 
was therefore not taxable. The ex- 
amining revenue agent therefore re- 
duces the basis of the stock sold 
in 1939, resulting in an additional 
tax for 1939. A claim for refund for 
1934 is, of course, barred. Now, 
assuming the correctness of the 
Treasury Department’s later ruling, 
what recourse, if any, has the tax- 
payer to correct the duplication of 
tax liability. 

Answer: Well, I would say that 
the commissioner was inconsistent. 
Section 820 was enacted, I believe, 
to meet that circumstance. It per- 
mits an adjustment of this incon- 
sistency by reopening the 1934 re- 
turn and allowing a refund for that 
year even though the statute of 
limitations has otherwise barred re- 
covery. However, in order for Sec- 
tion 820 to apply, it is necessary 
that there be what is technically de- 
scribed in the law as “a determina- 
tion”. 

Now there are several determina- 
tions named in the law, such as find- 
ings by the Board or a Court, or the 
rejection of a refund claim; but in 
this case the determination that 
would be relied upon would be a 


closing agreement, which is a much 
more friendly determination, and on 
that basis, after the 1938 deficiency 
has been agreed to, the refund claim 
for 1934 overpayment will be recog- 
nized. 


Question: A taxpayer charged off 
a customer’s account as a Bad Debt 
in 1938, having determined that it 
was worthless in that year. The 
commissioner has disallowed the de- 
duction on the ground that it was 
ascertained to be worthless, or 
should have been, in 1937; that is, 
the year prior. May it be claimed 
as a deduction in 1937, although 
the taxpayer had not charged it off 
until 1938? Also, if the commis- 
sioner had determined that it be- 
came worthless in 1939, could it 
have been claimed in that year? 


Answer: The conventional an- 
swer is that no deduction may be 
had for 1937 because the debt was 
not charged off in that year and the 
answer to the second question is 
that a deduction might be had for 
1939 because the debt had already 
been charged off. 

In such circumstances it would 
be well, as a matter of record, by 
proper entries to restore to 1938 
book income the amount that had 
been charged off and then to charge 
off the bad debts as of the year in 
which their worthlessness was as- 
certained. 

Question: An individual is on the 
cash basis. He buys 100 shares of 
stock, agreeing to make payment at 
a future date. In a year before pay- 
ment is made, the stock becomes 
worthless ; 

When may he take his loss, when 
the stock becomes worthless or when 
he pays for the stock? 


Answer: The rule that worthless 
stocks may only be deducted in the 
year in which they became worth- 
less is well known, but in this case 
it is believed that the primary ques- 
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tion to be answered is, was the 
loss sustained by the event of worth- 
lessness? It is believed that it was 
not because the stockholder was on 
the cash basis, and consequently 
until he had paid for the stock he 
sustained no deductible loss, and 
until he made payment he did not 
have a closed and completed trans- 
action. 

Question: A corporation is en- 
gaged in the business of building and 
selling one-family houses. Should 
the following items be added to the 
cost of a building or be charged off 
as an expense in the year applicable? 

The items are these: 

Taxes, interest on mortgage, ex- 
penses applicable to completed con- 
struction but as yet not sold. 

He also asks: 

May depreciation be charged off 
against completed but unsold houses ? 


Answer: Regarding the first part, 
there is an early I. T. (IT 1342) 
which states that taxes and other 
charges which do not add to the 
value of the property may not be 
capitalized but must be deducted as 
paid or accrued. Section 1136(1) of 
the Code, provides that certain capi- 
tal charges may be capitalized, in- 
cluding real estate taxes, but that 
section applies only to taxes on un- 
improved and non-income-producing 
real estate. 

As to the second part, the same 
I. T. answers it this way: A tax- 
payer engaged in the business of re- 
pairing and building houses, which 
he holds for sale, is entitled to a de- 
duction for depreciation in respect 
of them even though they are left 
vacant before sale. 


Question: Which is the correct 
report for real estate, the date of 
signing of the contract or the date 
of closing and transfer of title? 


Answer: That question cannot be 
answered unequivocally. In the or- 
dinary case, the time of passing title 


might control, but in other circum- 
stances some other date might pro- 
vide a better measure of what qa 
court has called “the transfer of the 
burdens and benefits of ownership.” 
If the circumstances suggest that 
some other date is closer to that 
rule, then that would be the date 
for income tax purposes. 


Question: A taxpayer bought a 
piece of property subject to a mort- 
gage with respect to which he was 
not on the bond. Does he take 
depreciation on the cost of the prop- 
erty or on his equity in the property? 

Answer: He takes depreciation 
on the cost of the property. 


Question: A sold real estate in 
1929 at a profit of $15,000. The profit 
was reported on the installment basis 
as he took back a purchase money 
mortgage of $48,000. Subsequently, 
the purchaser of the property was 
unable to meet the obligations under 
the mortgage and an allowance was 
made to him of $30,000. That left 
a balance of $18,000. In 1937 the 
purchaser bought the mortgage from 
A for $1,000, leaving a difference of 
$17,000. What is the amount of de- 
ductible loss to A and is it deductible 
in full? Will you kindly cite refer- 
ence cases? 


Answer: The first thing to bear 
in mind is that this was reported as 
an installment sale in 1929. Now 
that requires that all subsequent 
adjustments and transactions be gov- 
erned by the installment provisions. 
Therefore the collection of the last 
installment in 1937 is really a col- 
lection on an earlier sale, on which 
the originally determined rate of 
installment profit must be reported. 
However, since the amount was ac- 
cepted in full settlement of a debt. 
and the mortgage surrendered and 
extinguished, the tax base of the 
$17,000 remainder is a bad debt loss. 

The facts supplied do not permit 
computing the percentage of that 
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$17,000 which is the loss because 
there is an unreported profit element 
which may not be deducted. This 
conclusion is based on the reason- 
ing in the Bingham case where 
property sold was returned to the 
original vendor in exchange for the 
debt cancellation, but here the facts 
are even more favorable—a partial 
payment in cash was made, property 
was released as security for the 
obligation, a conveyance to the pur- 
chaser initiated by the contract was 
thereupon completed, and the uncol- 
lectible portion of the debt cancelled. 

That leaves unanswered one point 
namely: What is the effect of the 
allowance in an earlier year?—The 
$30,000 ? 

Now it seems to me that in a 
formal obligation like a mortgage, 
a recognition on the part of both 
parties that it could not be met, that 
there was a partial bad debt loss 
then and there; and that a cost basis 
applicable to the $30,000 allowance 
should have been deducted. But if 
the taxpayer overlooked that fact 
and didn’t deduct it in the year of 
allowance, maybe there is a fighting 
chance of getting some loss on the 
$30,000 allowance recognized in ad- 
dition to that on the $17,000, but I 
am not underwriting that. 


I have some references, because 
the gentleman wanted references. 
In addition to the Bingham case, 
which was a Second Circuit decision 
last July, there is the Stewart case 
(39-BTA-87); the Denniston case 
(37-BTA-834) ; and, I believe, IT- 
3121 in the second volume of 1937 
Cumulative Bulletin (page 138) really 
is authority enough for my treatment. 

Question: A partnership is com- 
posed of three members, sharing 
equally, but whose capital contribu- 
tions are unequal. The income of the 
partnership includes tax-exempt in- 
terest. Before distribution of profits. 
interest on capital is to be provided 
for at 6%. Is it true that in making 


provision for interest on capital the 
wholly tax-exempt interest may be 
used for this purpose and the balance 
of the income distributed equally 
among the partners? 


Answer: The partnership tax re- 
turn form (1065) states that the “pro- 
portionate share of each partner” in 
tax-exempt partnership income shall 
be considered in ascertaining his in- 
dividual tax liability, but there does 
not seem to be any limitation, by 
statute or regulation, on an agree- 
ment among partners relative to 
their apportionment of any tax-ex- 
empt income that the partnership 
may receive. 


Question: In 1939 the M Com- 
pany realized net profits from opera- 
tions amounting to $200,000. Its 
deficit from operations at the begin- 
ning of the year amounted to $300,- 
000, leaving a net deficit of $100,000. 
The M Company paid no dividends 
to its stockholders in 1939, and in 
considering the possible application 
of Section 102, counsel of the com- 
pany held that, under the laws of the 
State of the company’s incorpora- 
tion, a distribution cannot be made 
until the deficit has been made good. 
Assuming this opinion of counsel is 
correct, would such restriction of 
dividends preclude the tax under 
Section 102? 


Answer: It is believed that such 
restrictions on dividends would pre- 
clude tax under Section 102. It is 
further believed that such tax would 
be precluded without the existence 
of such a law, for the reason that a 
careful reading of the Section per- 
taining thereto clearly shows that 
the Section is designed to prevent 
an improper accumulation of surplus, 
and it also states that there may be 
a reasonable accumulation of sur- 
plus for the needs of the business. 

According to the facts given in the 
question, at the end of the year 1939, 
after earning $200,000, there would 
be no surplus. This is so because 
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the operating loss at the beginning 
of the year was $300,000 and the bal- 
ance sheet at the end of the year 
should show a deficit. Therefore, in 
my opinion, this makes Section 102 
inoperative. 


Question: The A Corporation re- 
duces its capital by eliminating the 
preferred stock and issuing deben- 
tures to the preferred stockholders 
in exchange for the stock. If the 
preferred stock cost $50 a share and 
was exchanged for debentures at 
par, would there be gain or loss? 


Answer: There would be no gain 
or loss if the debentures constituted 
securities within the meaning of the 
Code; of course, that is a big “if”. 
Debentures have been held to be 
securities in several cases, including 
one a few weeks ago; however, notes 
have been held not to be securities. 
I think the question just hinges on 
the maturity term of the debentures. 


There is a case which came up just 
a few days ago on that very point. 
(Ll. & £. Sten, Jac. CCA. 2). 
It seems clear, however, that if the 
debentures were five years or more 
in maturity they would constitute 
securities and make the transaction 
tax free. 


Question: The X Corporation 
pays as a dividend in kind to its 
stockholders assets having a value 
at the date of distribution in excess 
of the tax basis to the distributing 


company. In determining accumu- 
lated earnings and profits of the X 
Corporation, should the amount 
charged in respect of the distribution 
in kind be the tax basis of the prop- 
erty, or its market value at the date 
of distribution? 


Answer: The answer to this ques- 
tion is contained in Section 27(d) 
of the Revenue Act of 1938, to the 
effect that, as to dividends paid in 
kind, the amount of allowance for 
dividends paid to which the corpora- 
tion is entitled cannot exceed the 
lesser of (1) the tax basis to the 
distributing corporation, or, (2) the 
fair market value at the time of dis- 
tribution. Consequently, even 
though the market value of dividend 
in kind is in excess of the tax basis 
to the distributing corporation, in 
determining accumulated earnings 
and profits, the charge in respect of 
the distribution of this dividend may 
only be the tax basis to the corpora- 
tion. 

However, in determining the taxa- 
bility of this dividend to stockhold- 
ers, it would appear the earnings and 
profits of the corporation should be 
considered as having been increased 
by the excess of the market value 
over the tax basis of this asset. This 
is based on the theory that, even 
though this excess may in some in- 
stances represent non-taxable in- 
come to the corporation, it is never- 
theless income for the purposes of 
paying dividends. 
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Pennies from Purses The part that the Christmas Seal with 


its double-barred cross plays in carrying 
on the Crusade against tuberculosis is very interesting. The Christmas Seal is not 
so very old. A man in Denmark first thought of it, Einar Holboell, and he worked 
in a post office. One day he asked himself, “Why wouldn't it be a good idea to 
raise money to care for sick children by selling people penny seals to decorate 
their Christmas letters and packages?” The more he thought of it, the more 
enthusiastic he became. The royal family of Denmark became interested and the 
money was found to print the seals. They sold so rapidly that soon there was 
money enough to build a children’s hospital and the lives of many little ones were 
saved. But while the King of Denmark and his family provided money for printing 
and advertised the sale by sponsoring it, the interesting point is that the idea came 
from a man of the people who have little money but great sympathy for the sick 
and helpless. In a very real sense the Christmas Seal was born among the not-so- 
wealthy classes, and has been supported by them ever since. 


Then it came to America. Jacob Riis, a great American who had come as a 
poor emigrant boy from Denmark, received one of these Christmas seals on a letter 
from his old home. At once he wrote to find out about it, because he was that 
sort of man. When he secured his information, he thought the idea was a good 
one for America too, so he wrote an article about it for a popular magazine. And 
down in Wilmington, Delaware, a woman who wanted desperately to aid a 
tuberculosis pavilion for some sick children whom she loved, read the article and 
decided to try the Christmas Seal idea. Her name was Emily P. Bissell. 


In America there was no royal family to whom to turn. Miss Bissell took 
her idea to a newspaper. The editor was not interested at first, but a reporter, 
Leigh M. Hodges, who knew the ways of the people who make up the nation, 
was so enthusiastic that he soon won over the editor. “Tell Miss Bissell the 
North American is hers for the holidays. Give her all the time you can spare 
and take all the space you need,” ordered the chief. When one day a little news- 
boy came into his office with a penny for a seal and said, “Gimme one. Me 
Sister’s got it,” Mr. Hodges knew that 
the Christmas Seal was certain to 


succeed. CHRISTMAS SEALS 


That was the beginning in America 
in 1907. That this idea, sprung from 
the people, is nourished by the people, 
is shown by the size of the sales and the 
number of contributors. Out of every 
$1,000 raised in the Christmas Seal Sale 
only $50 is secured by personal requests 
made of the wealthier of our people. 
About $60 is raised from sales in 
schools, in booths and offices. All the 
rest, $890 out of every thousand, is 
raised by mail. No oratory is needed 
to stir us. Quietly in the mail every 
year to millions of families go millions 
of letters containing a hundred or more 
seals. If we want to buy some of them 
or all of them we may send the money 
into headquarters, and if we cannot buy 
we may send the seals back. It is just 
as simple as that, and millions of pennies 
come back to help the fighters. 


Pennies almost literally come back. Help to Protect Your 


Not everyone can buy, of course, and 


some seals are sent back. Home from Tuberculosis 
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